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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 2017

THURSDAY, JULY 13, 2017

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met, at 9:34 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Mike Crapo, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN MIKE CRAPO

Chairman CRAPO. Good morning, and the Committee will come
to order.

Today we will receive testimony from Federal Reserve Chair
Janet Yellen regarding the Fed’s semiannual report to Congress on
molllletary policy and the state of the economy. Welcome, Chair
Yellen.

Promoting economic growth remains a top priority for this Com-
mittee and for this Congress.

I have been encouraged to see Federal agencies and stakeholders
carefully and thoroughly evaluating current laws and regulations.

Since the last Humphrey—Hawkins hearing in February, there
have been numerous developments that will impact economic
growth legislation. Senator Brown and I have solicited the public
for economic growth proposals, and more than 100 submissions
from individuals and stakeholders have come in. They are listed on
the Committee’s website for those who may be interested, and we
are working together now to put together legislation dealing with
it.

The Committee has held numerous hearings focused on economic
growth with financial companies and regulators; Federal financial
regulators issued their second EGRPRA report; and the Treasury
Department issued its first report on Core Principles of Financial
Regulation.

In addition, Members on both sides of the aisle have expressed
interest in finding ways to help our economy improve. Support for
Eipi{tisan legislation promoting economic growth continues to

uild.

Particular interest has been focused on finding bipartisan solu-
tions to tailor regulations, change the SIFI threshold, exempt cer-
tain firms from stress testing, fix the Volcker Rule, and simplify
small bank capital rules. These are just a few of many issues
raised to the Committee in recent months.
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Imposing enhanced standards designed for the most complex sys-
temic firms on institutions that are not systemic has real-world im-
plications. I regularly hear from Idaho business men and women
who are concerned about access to business loans that would create
jobs and promote a healthy economy.

The $50 billion SIFI threshold, particularly, is an area we should
address. There are different ways enhanced standards could be ap-
plied, and all too many have questioned whether the $50 billion
threshold is appropriate.

Chair Yellen, Federal Reserve Governor Powell, Acting Comp-
troller Noreika, former Federal Reserve Governor Tarullo, and
former Comptroller Curry have all expressed support for changing
the $50 billion threshold.

In addition to the $50 billion threshold, Federal Reserve Gov-
ernor Powell recently shared specific areas where the Fed believes
some laws and regulations can be changed to alleviate burden, in-
cluding the Volcker Rule, stress tests, and resolution plans, among
others. I look forward to working with the Fed on these issues and
welcome any additional color that you, Chair Yellen, can provide on
areas where the Fed and Congress may act together to further re-
duce burden.

With respect to housing, reforming the housing finance system is
one of my key priorities this Congress. I have repeatedly stated
that the status quo is not a viable option. The current system is
not in the best interest of consumers, taxpayers, investors, lenders,
or the broader economy.

I was encouraged that Federal Reserve Governor Powell gave a
speech last week in which he said that the status quo it
unsustainable.

He also noted that “[als memories of the crisis fade, the next few
¥ears may present our last best chance to finish these critical re-

orms.”

With respect to monetary policy, the Fed has now raised interest
rates four times since 2008. Overall, the Fed maintains an accom-
modative monetary policy with a balance sheet that still stands at
$4.5 trillion in assets.

Last month, the Federal Open Market Committee issued an ad-
dendum to its Policy Normalization Principles and Plans detailing
how the Fed will gradually reduce its assets. I welcome more com-
ments from Chair Yellen about the state of the economy and the
path of monetary policy.

The Committee continues to work to find bipartisan fixes to ad-
dress many of the issues outlined here today, and I look forward
to working with Chair Yellen, the Federal Reserve, and the Mem-
bers of this Committee.

Senator Brown.

STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman, for holding this
hearing. Chair Yellen, welcome back. It is wonderful to have you
here and to see you again. Thank you, and thank you so much for
your service.

Since your last appearance before this Committee, the Fed has
increased the Federal funds rate twice, employers continue to cre-
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ate jobs—although at a slightly slower pace than last year—and
wages have increased modestly.

The Fed continues to lay out its plans to sell off the securities
that it purchased during the crisis. The biggest banks are making
record profits. Important to remember that. The biggest banks are
making record profits and just passed the Fed’s 2017 stress tests.

At the same time, too many Americans continue to struggle to
make ends meet. They worry their children will not have the eco-
nomic security that they once had. Life expectancy in many parts
of the country is falling—something more or less unprecedented in
recent history—and that tells us something about our economy.

So I am troubled by what I am hearing from the Administration,
from some Republicans, and from some in the banking industry.
Even though a fifth of homeowners with a mortgage are still seri-
ously underwater in cities across Ohio—you and my colleagues
have heard me say on this Committee that the Zip Code my wife
and I live in in the city of Cleveland, Zip Code 44105, had 10 years
ago more foreclosures the first half of that year than any Zip Code
in the United States of America. I see the difficulty that people in
my neighborhood and my Zip Code have in rebuilding their lives.
Even though the wealth gap between white and black families has
widened, the Administration seems to want to let Wall Street gam-
ble with the financial futures of working families once again.

Gutting protections for working Americans is back in style in
parts of Washington—from the Treasury Department’s report, to
the Financial CHOICE Act, to the House’s financial appropriations
bill. We face a slate of nominees for watchdog politicians who are,
with great apology to President Lincoln, of Wall Street, by Wall
Street, and for Wall Street.

Ten years ago, Chairman Bernanke sat in the seat that you oc-
cupy. After describing the economic conditions in the housing and
business sectors, he told our Committee—he spoke about concerns
about subprime mortgages, global economic trends, and consump-
tion and labor data. But he concluded—this was 10 years ago—
“Overall, the U.S. economy appears likely to expand at a moderate
pace over the second half of 2007, with growth then strengthening
a bit in 2008 . . .”.

We must not forget what actually happened next: a devastating
financial crisis. Working families in Ohio and Nevada and Mary-
land and Arkansas and all over, working families across this coun-
try cannot forget that. They are still digging out. Nor can we forget
it, collective amnesia on this panel aside.

I mention this not as a criticism of Chairman Bernanke. He had
plenty of company in missing the signs of an impending crisis and
an impending collapse. But when it happened, he took aggressive
action, all of you did, to confront that crisis. He learned the lessons
that came at such a high cost.

After the crisis, we put rules in place that strengthened the cap-
ital positions of banks, that provided more stable liquidity, and
that improved protections for consumers and for taxpayers.

Lobbyists are using the success of these reforms as proof that
they should now be gutted. They are arguing that the results of the
Fed’s stress tests prove that we can now relax the rules. Having
passed the test once, they want to make the test easier.
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I am sure every college student you taught in your long, distin-
guished academic career, Madam Chair, I am sure every college
student you taught who struggled in class would have wanted the
same thing. But they, unlike our Nation’s biggest banks, would
have been too embarrassed to ask their professor.

The financial crisis was caused in part by watchdogs who were
busy focusing on bank profits instead of ensuring that banks were
treating their consumers fairly and had enough capital to weather
a downturn.

Everyone on this dais can agree that there are parts of Wall
Street Reform that could be improved. Of course there are. But our
focus should be on growing a stronger economy for everyone, in
every part of the country—from Idaho to Ohio and beyond—and
particularly in communities too often forgotten in this town.

That means protecting consumers. It means improving the eco-
nomic security of communities of color. It means strengthening the
working- and middle-class families who felt the devastation the
most, the devastation of 2008’s financial crisis.

It means lowering the cost of health care. It means investing in
infrastructure. It means expanding educational opportunities and
job training. That is how you spur long-term economic growth that
lifts up all Americans.

Instead, weakening safeguards to boost bank profits and crossing
our fingers that Wall Street will invest some of those profits in the
real economy—we hope, we hope, we hope—instead just passing it
along to their shareholders will not prevent another crisis. It will
only hasten the next one.

Madam Chair, I look forward to hearing your answers to our
questions. Thank you.

Chairman CRAPO. Thank you, Senator Brown.

Chair Yellen, again, welcome here. We appreciate you being here
with us today. My understanding is that because today’s testimony
is the same as the testimony you gave yesterday at the House, you
have requested to waive the reading of your testimony. Senator
Brown and I have conferred, and we agree with that, and so we
will proceed directly to the questions.

Ms. YELLEN. Very good.

Chairman CRAPO. And with regard to the questions, I again re-
mind the Members of the Committee that we have 5 minutes each
for questions, and we will try our very best—we have got a lot of
time pressures today, and we will try our very best to help you
keep on course with your 5-minute question period.

I will begin. First, Chair Yellen, in a speech that Governor Pow-
ell gave last week, he outlined a few principles for housing finance
reform. As part of the discussion, he explained that it was impor-
tant to do three things: to do whatever we can to make the possi-
bility of future housing bailouts as remote as possible, to change
the system to attract large amounts of private capital, and to iden-
tify and buildupon areas of bipartisan agreement.

Do you agree with these principles?

Ms. YELLEN. Yes, I do, Chair Crapo. I would support the prin-
ciples that Governor Powell put forward and think it is something
that I hope the Congress will move to in the near future.
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Chairman CRAPO. And I know the answer to this, but I would
like to have you say it. Do you agree with the urgency that he ex-
presse})d and that many of us have expressed about the need for us
to act?

Ms. YELLEN. Yes. I mean, it has been almost a decade since
Fannie and Freddie were moved into receivership, and the role of
the Government and the associated systemic risk remains. And I
think it is important to move forward with reforms.

Chairman CRAPO. Thank you.

There appears to be growing consensus that Congress should
consider changing the $50 billion SIFI threshold, also changing the
Volcker Rule exempting certain institutions from company-run
stress-testing requirements, and reducing the burdens on commu-
nity banks and credit unions.

Do you agree that it would be appropriate for Congress to act in
each of those areas?

Ms. YELLEN. I do.

Chairman CRAPO. Thank you. And could you please give the
Committee after this hearing—I do not want to use up my time on
this right now—some additional suggestions of ideas or legislation
the Committee could consider to reduce the burdens in these areas?

Ms. YELLEN. Yes, we would be happy to do so.

Chairman CrAPO. Thank you very much.

Next, at our hearing last month, Governor Powell said the Fed-
eral Reserve is reviewing the Volcker Rule. He noted that there is
room for eliminating or relaxing aspects of implementation regula-
tion1 that do not directly bear on the Volcker Rule’s main policy
goals.

Can you elaborate on the Fed’s review of the Volcker Rule?

Ms. YELLEN. Well, we look forward to working with the other
agencies that have a role in rule writing. It is a very complex rule,
partly reflecting the legislation, but I think we could find ways to
reduce the burden, and it should be a multiagency effort.

Chairman CRAPO. And many of us are aware that the multi-
agency effort has been slowed down simply, many of us believe, be-
cause of the complexity of getting four or five agencies

Ms. YELLEN. I think that is true.

Chairman CRAPO. ——to all agree on the same thing.

Ms. YELLEN. Yes.

Chairman CrAPO. What do you think about the idea of having a
designated lead agency on this issue?

Ms. YELLEN. Well, I think that is something that Congress could
certainly consider. If one agency has a larger regulatory role with
respect to those institutions, it might be natural for it to take the
lead.

Chairman CRAPO. All right. Thank you. And at our last hearing,
you told me, “We would like our balance sheet to again be pri-
marily Treasury securities; whereas, we have substantial holdings
of mortgage-backed securities.” However, the FOMC’s plans to re-
duce the balance sheet include initially not reinvesting $6 billion
of maturing Treasury securities and $4 billion of agency securities
per month, suggesting that the Fed may wind down its Treasury
portfolio more quickly than its mortgage-backed securities portfolio.
Is that accurate?
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Ms. YELLEN. Well, ultimately when the caps are fully phased in,
my guess is that they will not be binding and that we will be run-
ning down mortgage-backed securities at the rate that principal is
received on them. It will be a long process, I should say, to go back
to an old Treasurys portfolio. Even after we have come to the point
where our balance sheet has been reduced to as low a level as we
expect to take it, we will still have substantial holdings of mort-
gage-backed securities. So beyond that, we will be further running
down mortgage-backed securities and replacing them with Treas-
urys. So it will be a lengthy process, but the FOMC is committed
to a primary Treasury-only portfolio in the longer run.

Chairman CRrAPO. All right. I appreciate that, and with that, I
will yield back 18 of my seconds and go to you, Senator Brown.

Senator BROWN. Setting a high standard. Thank you, Mr. Chair-
man.

History teaches us that when Congress does big things, labor law
reform and Social Security with Franklin Roosevelt, in 1965 Lyn-
don Johnson with Medicare, the Congress 2 or 3 years later goes
back to those issues bipartisanly and makes modest changes to fix
them, something we have been asking for several years, asking Re-
publicans to do with the Affordable Care Act. They have not chosen
to work with us bipartisanly to make minor adjustments.

The same with Dodd-Frank. Instead, we have seen particularly
a House Financial Services Committee that wants wholesale de-
struction. Of course, we will work bipartisanly on making the kinds
of changes that will do what certainly Chair Yellen has spoken
a}li)out in making those reforms. So I just wanted to preface with
that.

Madam Chair, you recently stated you do not expect another fi-
nancial crisis in our lifetimes. Setting aside the delicate question
of your and my and all of our life expectancies, is that predicated
on maintaining the strength of the current regulatory structure?

Ms. YELLEN. Well, let me state what I think I should have stated
originally when I made that comment. I believe we have done a
great deal since the financial crisis to strengthen the financial sys-
tem and to make it more resilient. I think we can never be con-
fident that there will not be another financial crisis, but we have
acted, in the aftermath of that crisis, to put in place much stronger
capital and liquidity requirements for systemic banking organiza-
tions and the banking system more generally. I think our stress-
testing regime is forcing banks to greatly improve their risk man-
agement and capital planning. It is giving us assurance that even
if there is a very significant downturn in the economy, they will be
able to function and provide for the credit needs of the economy.
And we have greatly increased our monitoring of the financial sys-
tem for a broader range of risks.

But let me say we can never be confident that there will not be
another financial crisis, but it is important that we maintain the
improvements that have been put in place that mitigate the risk
and the potential—

Senator BROWN. Thank you. I just want people listening not to
read your answers to the Chairman about moving on reform and
moving—that there is some urgency to that, and we do want
changes. We want them to be modest. But let me sort of further



7

paint that picture with this question. In light of your comments to
me that you may not expect another financial crisis in our life-
times, but the importance of a good regulatory structure——

Ms. YELLEN. Absolutely.

Senator BROWN. diminishes the chances dramatically. Well,
if so, if the recommendations of the Treasury report that you are
familiar with that, obviously, the way it was written you did not
seem to have a lot of input in, the recommendations of the Treas-
ury report that weaken regulations on the largest banks, including
lower capital requirements and fewer consumer protections, if
those were adopted, which you continue to have that same level of
confidence that you just repeated and have said earlier?

Ms. YELLEN. So I would not be in favor of reducing capital for
the most systemic banks.

Senator BROWN. And consumer protections?

Ms. YELLEN. I think those are important as well. There are a lot
of things in the Treasury report that we agree with that mirror
things that we are doing on our own to appropriately tailor regula-
tions

Senator BROWN. And I apologize——

Ms. YELLEN. ——but for those banks, it is critically important to
maintain the capital standards

Senator BROWN. So if we were to adopt—I am sorry to interrupt.
If we were to adopt the Treasury report recommendations, it would
more likely result in a potential financial crisis?

Ms. YELLEN. Well, some of them, yes.

Senator BROWN. OK, OK. The last question I wanted to ask. I
want to return to a topic I discussed several weeks ago with your
colleague Governor Powell. Last year, the Fed proposed adding cap-
ital surcharges into the large bank stress test. Former Governor
Tarullo recently said the biggest banks’ capital requirements “are
still somewhat below where they should be,” and that incorporating
the surcharges into CCAR will protect against contagion from one
of these banks spreading to the rest of the financial system.

Madam Chair, is the Fed on track to finishing these changes?

Ms. YELLEN. We are working very hard on those. We are await-
ing further work by our staff. We hope to include those surcharges
and make other adjustments, and to better integrate the capital re-
quirements relating to the stress tests and toward a normal cap-
ital

Senator BROWN. But you are assuming, then—can you give us
with assurance—and, Mr. Chair, this will be the last, and this is
an easy one. Can you assure us that those changes will be in place
for next year’s stress tests?

Ms. YELLEN. It depends on the timing. We will need to go out
with the proposal, and I cannot guarantee that it will be in place
that quickly.

Senator BROWN. But you do not see the Fed heading in the direc-
tion of the Treasury report recommendations instead?

Ms. YELLEN. The Treasury report is supportive of integrating a
capital buffer relating to the stress tests into our regular risk-based
capital requirements, but probably is not supportive of including
the G—SIB surcharges.
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Senator BROWN. Yeah, more than probably. Thank you, Madam
Chair.

Chairman CraPO. Thank you.

Senator Shelby.

Senator SHELBY. Thank you. Welcome again, Chairman Yellen.

In the area of inflation calculations, which you have to deal with,
and price stability, which is very important to all central banks
and to us, current Fed calculations show that inflation has fallen
to 1.4 percent, I believe. This statistic is puzzling to some econo-
mists as interest rates were recently raised in June.

Some have suggested—you are aware of this—that the Fed
should not continue the practice of gradually raising interest rates
because inflation has not kept pace with some of the things that
you had talked about earlier. You said in recent testimony, and I
will quote, “It appears that the recent lower readings on inflation
are partly the result of a few unusual reductions in certain cat-
egories of prices.” Your words.

Ms. YELLEN. Yes.

Senator SHELBY. In addition to these few unusual reductions
here, is it possible that certain aspects of foreign economies, such
as slow growth and soft prices in China, are artificially lowering or
influencing inflation in this country? Or what is it? What is going
on here? Do you know? And if you know, what do you believe?

Ms. YELLEN. Well, with respect to the global economy, we have
been through a period in which there has been a substantial appre-
ciation of the dollar, and that depressed for quite some time import
prices. But that trend has now come to an end, and import prices
are rising at a modest rate. So I do not see the global economy as
at this point mainly responsible for the low inflation readings.

You know, as I indicated in the quote that you mentioned, I do
think there are some special one-time transitory factors, these un-
usual changes reflecting the move to unlimited data plans for cell
phones, and large declines in some prescription drug prices. There
may be more going on, and we are watching inflation very carefully
in light of low readings.

I think it is premature to conclude that the underlying inflation
trend is falling well short of 2 percent. I have not reached such a
conclusion. We are watching data very carefully, and I would say
I regard the risk as being two-sided with respect to inflation. On
the one hand, we are seeing low inflation numbers for several
months. On the other hand, we have quite a tight labor market,
and it continues to strengthen. And experience suggests that ulti-
mately, although with a lag, we are not seeing very substantial up-
ward pressure on wages, but we may begin to see pressures on
wages and prices as slack in the economy diminishes.

So I see the risk with respect to inflation as being two-sided, and
with respect to how that bears on policy, most of my colleagues and
I, when we looked at this matter in June, even recognizing that we
have had several months of low inflation readings and that we are
focused on trying to understand it, have felt that it probably re-
mains prudent to continue on a gradual path of rate increases. But
it is something we will watch very carefully, and I want to empha-
size that monetary policy is not something that is set in stone. And
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if our evaluation changes with respect to inflation, that will make
a difference.

Senator SHELBY. This economy has been in an expansionist mood
for quite some time. A lot of economists say this is a mature econ-
omy. Would you disagree with that? Do you believe this economy
has got a lot more zip in it?

Ms. YELLEN. Well, we have had a long expansion, and the unem-
ployment rate is now at really quite low levels in the historic sense.
But I do not believe that expansions die of old age. There are
shocks that impact the economy, and a negative shock could end
the expansion. But I do not see anything inherent in the nature of
the expansion that suggests that it will come to an end anytime
soon.

Senator SHELBY. My time is about gone. What significance is the
continuing lower price of oil and gas in our economy? I know you
exclude some of this from your basic monthly calculations. But it
does have something to say and do about our economy because so
many things go into oil and gas.

Ms. YELLEN. Well, the low prices of oil and gas have translated
into gains to households. It has boosted their ability to buy other
goods and services.

Senator SHELBY. Very positive, is it not?

Ms. YELLEN. Excuse me?

Senator SHELBY. Overall, very positive in the country?

Ms. YELLEN. I think on balance it is a positive.

Senator SHELBY. Sure.

Ms. YELLEN. Now, oil prices have rebounded off their very lows,
and that has meant that drilling activity has picked back up again,
and that is something that is supporting investment spending and
demand in the economy.

Senator SHELBY. Thank you, Mr. Chairman.

Chairman CRAPO. Thank you.

Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman. And, Madam
Chair, thank you for your service.

When you were here last in February, we discussed the economic
impact of loss of access to health insurance. You said then that
large-scale loss of access to health insurance could have a signifi-
cant impact on household spending for goods and services that
could also impact job mobility, making it more difficult for people
to leave jobs for new positions or to start a new business because
they would be risking their access to health insurance.

Is that a view you still hold today? And if so, could you explain
why?

Ms. YELLEN. So I really cannot quantify any of those effects, but,
clearly, spending on health care is an important aspect of house-
hold budgets, and changes there could have an effect on spending
on a wide range of goods and services in the economy. And access
to health care is important. I think research suggests that a certain
amount of so-called job lock reflects a desire of workers to hang
onto employer-provided health care. I cannot tell you quan-
titatively, however, how important that is.
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Senator MENENDEZ. In your testimony you mentioned that pos-
sible changes in fiscal policy and other governmental policies in the
United States represent a source of economic uncertainty.

Ms. YELLEN. Right.

Senator MENENDEZ. Would you include potential changes to our
health care system as one of the factors causing uncertainty in the
economic outlook?

Ms. YELLEN. Yes, I think fiscal policy, policies generally, are as-
sociated. The level of policy uncertainty is quite high at the mo-
ment.

Senator MENENDEZ. So I certainly believe that if a potential 22
million more Americans are uninsured by 2026 and cause pre-
miums to skyrocket for middle-class families and those nearing re-
tirement, that is going to have an impact on the economy. New Jer-
sey alone would see 1 million more uninsured under the Repub-
lican proposals, a 47-percent increase in uncompensated care, $8.5
billion lost in Federal funding, the elimination of nearly 100,000
jobs. I think that has an impact in the economy.

Let me move to a different topic. What would be the con-
sequences of weakening or eliminating, as some have suggested,
the Federal Reserve’s full-employment mandate, particularly for
those workers, many of them minorities, that have been left behind
in the recovery and continue to face barriers in the job market?

Ms. YELLEN. Well, I believe that the strengthening of the job
market that we have seen over the last several years has been par-
ticularly beneficial to minorities. Our Monetary Policy Report
points out—and this is not the first time we have done this—that
even in a so-called full-employment economy, unfortunately African
Americans and Hispanics typically have higher unemployment
rates, substantially so, than other groups.

Senator MENENDEZ. If I may, my specific question is: What
would the elimination or weakening of your full-employment man-
date mean to those communities? If the Federal Reserve either by
some suggestion eliminates the full-employment mandate that the
Fed has or weakens that as one of your core missions, what would
be the consequences of that?

Ms. YELLEN. Well, I do believe it is an important mandate that
keeps us focused on the labor market and wanting to ensure strong
performance, and we have been very focused on it.

Of course, we also have a price stability mandate. Now, inflation
has been running below our 2-percent objective now for many
years, and so there has not been a conflict between our price sta-
bility and employment mandates that we have——

Senator MENENDEZ. And I am not suggesting that. But I am sim-
ply suggesting that if you were to eliminate or weaken that,
wouldn’t that have negative consequences?

Ms. YELLEN. It most likely would.

Senator MENENDEZ. OK. Then let me ask you finally, how does—
we see high, rising levels of household debt, widening inequality,
a neutral interest rate at historically low levels, and to me it is
critical that the Fed have the ability to respond in the event of an-
other economic decline. How does below-target inflation impact
household debt? And what signs do you see of inflation coming
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close to the Fed’s 2-percent target let alone exceeding it by dan-
gerous amounts?

Ms. YELLEN. So as I said, I think the risks with respect to infla-
tion are two-sided, but we are very aware of the fact that inflation
has been running below our 2-percent objective now for many
years, and we are very focused on trying to bring inflation up to
our 2-percent objective. That is a symmetric objective and not a
ceiling.

We know from periods in which we have had deflation, which, of
course, we do not have in this country, but that is something that
has a very adverse effect on debtors and can leave debtors drowned
in debt.

Now, we do not have a situation nearly that serious, but it is im-
portant when we have a 2-percent inflation objective to make sure
that we achieve it, and we are focused on doing that.

Senator MENENDEZ. Thank you, Mr. Chairman.

Chairman CRAPO. Senator Scott.

Senator SCOTT. Thank you, Mr. Chairman. Thank you, Chair
Yellen, for being here this morning. Good to see you again. Thank
you for your accessibility as well. We have had a number of con-
versations. We are not always on the same page, but your accessi-
bility is much appreciated.

Ms. YELLEN. Thank you.

Senator SCOTT. You know, the last time we chatted, we talked
a lot about the unwinding of the Fed portfolio, which I think today
is about $4.5 trillion or so. I think at the beginning of the crisis
it was under $1 trillion. Can you just talk for a few minutes on the
timing of the unwinding? And if you have a target number at the
end, when would you see us getting there?

I think my question is germane to the impact that your objective
will have on South Carolinians who are looking for ways to im-
prove their quality of life, and that coupled with the interest rate
environment may have a negative impact on first-time homebuyers
as well as those retirees that have much if not all of their money
in the market.

So your comments I would like to apply to those two specific
groups as you discuss this for a few minutes.

Ms. YELLEN. OK. So let me see if I can be responsive to that. Our
intention is to shrink our balance sheet and the quantity of re-
serves in the banking system in a slow, gradual, predictable way.
And we have set out a concrete and detailed plan for how to do
that, and it involves reducing the extent to which we reinvest prin-
cipal payments that we receive on our holdings of Treasury and
mortgage-backed securities.

So when we set the plan into effect, we will set caps on the
amount of reinvestment that we allow to occur. The caps will
gradually rise over time, and our balance sheet will gradually run
off as a consequence of reduced reinvestment.

We want to make sure that we manage this in a way that is not
disruptive to financial markets, and in part for that reason, we
have tried to set out increasingly clearly and in great detail how
we intend to proceed. So once we trigger this process, I expect it
to run in the background, not something that we will be talking



12

about a lot from meeting to meeting. It will be a predictable proc-
ess.

Now, we think that our purchases of assets did have some posi-
tive effect in depressing longer-term interest rates, and so over
many years, as our balance sheet shrinks, we would expect to see
some increase in longer-term interest rates relative to short-term
interest rates. But, of course, we will take that into effect, namely,
a steepening of the yield curve, in how we set the Federal funds
rate, which will become, is now, and I hope will remain our pri-
mary tool for adjusting the stance of monetary policy. And we will
set that, as always, with a view toward trying to achieve maximum
employment and price stability.

Now, finally, you mentioned that our balance sheet was around
$1 trillion prior to the crisis, and that is true. But it is important
to recognize that although our balance sheet will shrink appre-
ciably during this process, as will the quantity of reserves, I have
no expectation of going back to a balance sheet that small.

One of the factors influencing the size of our balance sheet

Senator SCOTT. I have about a minute left, so I am going to—
I hate to cut you off, but I want to go to insurance.

Ms. YELLEN. OK.

Senator SCOTT. But let me just say this: As we talked about the
depressing of interest rates, which can be very positive for first-
time homebuyers, it is very negative for those retirees who are de-
pending on the return on their investments to produce their livable
income, so to speak.

On the insurance side, we talked as well on the importance of
having insurance expertise on the FSOC. As we have all men-
tioned, I think Mr. Woodall’s term expires September 21st or there-
about. Today the way that we have it structured, we could be ab-
sent of any insurance expertise on the FSOC. Would you support
legislation to—I know that you do not necessarily get involved in
politics, but would you support legislation that would head in the
direction of making sure that the insurance expertise stays on
FSOC?

Ms. YELLEN. So I do think it is important for FSOC to have in-
surance expertise, and exactly how you go about accomplishing
that, I do not have a specific recommendation.

Senator SCOTT. Thank you, ma’am. My time is about up. I do
want to encourage our Chairman Crapo and Ranking Member
Brown to continue their work on making sure that the FSOC has
that continuous insurance representation. Thank you.

Chairman CRAPO. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman. Chair Yellen, it is
great to see you again, and let me just say at the outset it is great
to be asking somebody a question that does not have to deal with
Russia.

You know, Chair Yellen, recently I know the Fed moved
proactively to scale back the qualitative portion of the CCAR test,
and I know former Member Tarullo before he left also discussed po-
tential further reforms on CCAR, and many of those I support in
terms of maybe folding CCAR into the annual—more of the tradi-
tional annual review so it is not dual-hatted.
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I do think, though, that CCAR for the largest institutions is im-
portant, and in a sense not broadcasting the methodology you are
going to use before you do the test is important. I would like to get
your views on that and how you see either that continuing reform,
which I know you have already gone ahead and moved proactively
for banks under $250 billion. Do you see more reform? And is there
some value for continuing to keep CCAR in place for the largest in-
stitutions?

Ms. YELLEN. So I do believe our stress tests and CCAR have very
substantially strengthened especially the largest banking firms,
and I think we have in the process gained assurance that these
firms have enough capital to be able to survive a very adverse,
stressful scenario while continuing to provide for the credit needs
of American households and businesses.

We have looked carefully at CCAR and how we conduct the
stress tests, and we are continuing to do so, are open to making
changes, but let me say that conducting these stress tests in a rig-
orous way and making sure that firms have the capacity to be able
to meet our capital planning expectations which CCAR has facili-
tated is critically important to having a sound financial system.

I cannot really see our putting the models into the public do-
main. We have been making public the results of the stress tests.
I think that is an important part of transparency that has
strengthened market participants’ understanding of the strengths
and weaknesses of particular banking organizations. And I think it
is something that has helped to provide market discipline.

We have tried to make it less burdensome, as you noted, for the
under $250 billion institutions. It is conceivable that 1 day if the
largest institutions were to show on a regular basis that they have
in place very strong capital planning standards that meet our ex-
pectations, that perhaps we could change the qualitative portion of
the review for some of them, as long as we had that assurance. But
that remains an open question, and this is a core part of our super-
vision that is essential.

Senator WARNER. And I commend in terms of moving up to 250,
and I even say there may be regional banks that would be even
slightly higher that might be afforded some relief. And I would
argue that it is less about kind of annual basis and would be more
triggered by on the qualitative piece if they change their line of
business or they introduce a series of new products.

Obviously, the SIFIs I think need this, and I agree with you that
broadcasting the methodology on the front end might not be the
best way to go.

Can you speak for a minute—you know, one of the ways we saw
in the crisis was, as a lot of financial transactions moved into the
shadow banking system, in a sense—and I think we managed to
try to scoop a lot of those back in back in 2008.

Ms. YELLEN. Yes, we did.

Senator WARNER. But capital moves fairly quickly. Where do you
see in kind of the shadow banking system in 2017 where there may
be vulnerabilities or areas that we ought to reexamine?

Ms. YELLEN. Well, so we are constantly looking for
vulnerabilities and recognize that risk can move outside the regu-
latory perimeter. I do not have something specifically to highlight.
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I would note that, with respect to shadow banking, the changes
that we have made with respect to money market mutual funds
have reduced what was a very important and destabilizing risk. We
have made a number of changes with respect to the tri-party repo
market that have reduced risks there.

So I do see changes that have been made with respect to shadow
banking that have diminished risks, but we are on the lookout for
areas where new risks may be emerging.

Senator WARNER. Thank you, Mr. Chairman.

Senator SHELBY [presiding]. Senator Cotton.

Senator COTTON. Thank you. Welcome back, Madam Chair.

Ms. YELLEN. Thank you.

Senator COTTON. Much has been made about the slow pace of the
recovery over the last 8 years. One aspect of the recovery that does
not get quite as much coverage is the geographically distributed
nature of the recovery. It has been concentrated primarily in larger
metropolitan areas. In fact, if you look at small business creation,
just 20 counties in this country accounted for over half of all small
business creation. This is in contrast to 25 years ago. In metropoli-
tan counties with more than 1 million people, growth in new busi-
nesses was only 3.9 percent. In counties with fewer than 100,000
residents, it was 8.4 percent. Whereas, in this recovery small busi-
ness creation in metropolitan counties of more than 1 million is 4.8
percent. Unfortunately, in small counties of fewer than 100, it is
negative 1.2 percent. In Arkansas, we call counties with fewer than
100,000 people “counties” because there is only about—there are
only 7 out of 75 that have 100,000 counties—or 100,000 people.

On page 19 of the most recent report, the Fed states that meas-
ures of small business credit demand have remained weak amid
stable supply. I understand that banks’ small business lending is
weak and it has never really recovered to pre-crisis levels. In your
testimony you also attribute the outcome to weak small business
demand for credit, and you say that the supply of small business
credit is stable. But how do we know that the weak lending de-
mand is the cause of this weakness in small business lending and
that at least to a degree a contributing factor is not the supply of
small business loans being caused by the decline in the number of
community banks in places like rural Arkansas?

Ms. YELLEN. So we have a number of surveys, including our reg-
ular survey on lending standards in banking organizations that
helps us try to distinguish between demand factors that may be af-
fecting the growth of credit and supply factors. And the statement
that demand is weak is partially based on that information.

We do have surveys like the National Federation of Independent
Business that regularly queries smaller businesses and asks them
about the problems that they face. And a very small number cite
inability to gain access to credit as a significant factor that is af-
fecting their businesses. But community banks are important
sources of supply of credit, especially in rural areas, to small busi-
ness, and we are very committed to working to reduce the burdens
that these firms face from regulations so that they can thrive and
they can meet the needs of consumers and small businesses in
their communities.
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Senator COTTON. Does your study and analysis show what small
businesses do in places like Cleveland County and Dallas County,
Arkansas, when their small community banks close or maybe are
acquired and then their presence is reduced to an ATM location?
So if you are a small business there and used to rely on your small
bank in Cleveland or Dallas County, that bank is no longer there,
what is the most common avenue for them to try to seek financing?

Ms. YELLEN. I am not aware of data that bears on that. There
may be something. If there is, I will get back to you on that.

Senator COTTON. OK. Thank you very much for your testimony.

Thank you, Mr. Chairman.

Senator SHELBY. Senator Van Hollen.

Senator VAN HOLLEN. Thank you. Thank you, Senator Shelby.
And, Madam Chair, thank you for your leadership. It is great to
have you here.

The last time you were here, we talked about some of the eco-
nomic—you know, the situation in the country specifically as it re-
lated to wage growth. And even as we have seen fairly steady job
growth, we continue to see very sticky, stagnant wage growth. And
you indicated that that is partly a result of low productivity, even
though over decades, even when we had higher productivity, we
saw very unevenly distributed wage growth.

And you mentioned that we need to do more in the way of invest-
ing in education, job training, whether it is things like apprentice-
ships, 2-year community colleges, 4 years. And I know you have
made comments about that recently, and I hope as we look at the
budget here in the U.S. Senate, we keep that in mind. And, addi-
tionally, the need to focus on modernizing our national infrastruc-
ture, which is another area of productivity growth where I think
we could make some progress. And I wish, in fact, we had started
here in the Congress working with the White House on that kind
of bipartisan initiative. So I may follow up with you on that.

My questions do relate to some of the comments made by the
Ranking Member. Senator Brown reminded us that on the eve of
the financial crisis, most people were predicting sunny skies and
clear sailing, did not see the storm clouds ahead. And that is why
we put in place some of these safeguards, these guardrails to try
to make sure the economy could grow but without undue risk in
the system.

Ms. YELLEN. Yes.

Senator VAN HOLLEN. And that obviously is the subject of ongo-
ing debate now. So I just have a couple questions relating to the
guardrails, the safety procedures we put in place.

Orderly liquidation authority that was part of Dodd-Frank, do
you believe it is important to maintain and preserve that provision?

Ms. YELLEN. I believe it is essential to maintain orderly liquida-
tion. We saw during the crisis the absence of a way to resolve a
nondepository institution, a systemic financial institution in an or-
derly way led to a massive intensification of the crisis.

Now, I agree that bankruptcy should be the preferred route for
resolving a firm that is in difficulty, and Congress in Dodd—Frank
mandated living wills, and that we should work on the ability to
resolve these firms under the Bankruptcy Code. I believe we have
made a great deal of progress in getting firms not only to file these
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living wills, but also to think systematically in the course of their
regular business how they need to be organized to make them re-
solvable in the event of distress.

We have put in place rules to ensure the most systemic firms
have sufficient gone-concern loss absorbency that they could be re-
capitalized by bailing in debt holders in a situation where they en-
counter substantial losses. But while bankruptcy should be the pre-
ferred route to resolve such a firm, Title II is a very important
safeguard. We cannot know exactly what the circumstances would
be at the time that a firm encounters distress, and that is a very
workable approach that I believe we absolutely need.

Senator VAN HOLLEN. Thank you. One other question relating to
some of the safeguards that were put in place, because some have
proposed eliminating either the leverage ratio or the capital buffer.
Former Governor Tarullo said not that long ago that applying a
simple leverage ratio to banks in exchange for allowing them to es-
cape Dodd-Frank’s capital standards would allow banks to ditch
safe assets in favor of riskier ones to boost profits. In other words,
he and many others have said it is important to maintain both of
these measures in order to prevent undue risk in the system. What
is your view?

Ms. YELLEN. So I agree with that. A simple leverage ratio basi-
cally imposes a capital charge on a junk bond that is identical to
the charge that is imposed on holding a Treasury bill, and that
type of system can result in banks taking on a great deal of risk.
So I believe risk-based capital should be the most important form
of capital regulation, that that is what should be binding. And I see
a leverage ratio as a back-up catch-all that is there in a belt-and-
suspenders approach. But it should not be what drives decision-
making in firms.

So we have strong risk-based capital. We now have an enhanced
supplementary leverage ratio that applies to the most systemic
banks. These two things do need to be calibrated appropriately so
that the risk-based capital is what is binding. And we are looking
at the calibration of that supplementary leverage ratio because it
may be that it is high, for example, it affects the custody banks and
maybe having some unintended adverse consequences. But both
need to be in place, and they need to be appropriately calibrated.

Senator VAN HOLLEN. Thank you.

Senator SHELBY. Senator Perdue.

Senator PERDUE. Madam Chair, good to see you again. Thank
you for being here and for your service.

I just have two quick questions, but the first one, I am very con-
cerned about global debt. The Institute of International Finance re-
cently reported that their estimate of total global debt is $217 tril-
lion or more than 300 percent of global GDP. Do you agree with
that directionally?

Ms. YELLEN. So I have not heard that number. That could be. I
do not have that number at my

Senator PERDUE. Well, of that, $60 trillion is estimated to be sov-
ereign debt. We have about $20 trillion of the $60 trillion. With
that as background, the four large central banks also have their
largest historic balance sheets, as you have said before. Japan,
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China, EU, and U.S. have collectively close to, approaching $20
trillion now of balance sheet size.

As you talk about reducing the size of the Fed’s balance sheet,
are you coordinating with these other central banks and looking at
emerging market debt, particularly the $300 billion that is coming
due by the end of 2018, relative to the size of your balance sheet
here in the United States?

Ms. YELLEN. Well, I would not say “coordinate.” We certainly
consult with one another and try to make sure we meet regularly
and discuss our policy approaches, make sure that other central
banks understand how we are looking at our economies and policy
options. So I think the major central banks understand the ap-
proach that others are taking, but trying to ask in an aggregate
sense how much debt is outstanding is something that we are not
doing. Our economies are in rather different situations. While we
all encountered weaknesses that were sufficiently severe that
Japan, the ECB, the Bank of England, the United States, we all
resorted to purchases of longer-term assets to support growth, I
would say the United States is further along in the process of nor-
malizing monetary policy—well, at least in the Bank of Japan and
the ECB.

Senator PERDUE. Are you concerned about the emerging market
debt with so much of that denominated in dollars today?

Ms. YELLEN. Well, it is a risk. A significant amount of that is in
China, but that is not the only country where there is substantial
corporate dollar-denominated debts. And certainly that is a risk
that we have considered that affects the global economy.

Senator PERDUE. With regard to the Fed’s balance sheet, it is
currently about $4.5 trillion. Senator Scott just asked earlier and
I did not quite get the answer: Is there a directional limit or a tar-
get that you have set at this point for the size of that balance
sheet? You did say that you did not see a $1 trillion balance sheet
again. But is there a target and a time period that you could dis-
cuss publicly about the size of that balance sheet?

Ms. YELLEN. So we do not have a target for the ultimate size of
our balance sheet. What we have said is that we expect the quan-
tity of reserves in the banking system, which is now a little bit over
$2 trillion, to shrink considerably. How small reserve balances will
Eecome when we are done this process is something we do not

now.

A lot has happened over the last decade to affect the demand for
reserves, and as this process occurs, we expect to learn more about
how the demand by banking organizations for reserves has
changed. But I do want to point out that the overall size of our bal-
ance sheet depends not only on the quantity of reserves but on
other non-reserve liabilities, importantly including currency.

Back in 2007, the stock of currency outstanding was around $700
billion, and it now stands at closer to $1.5 trillion. And so even if
reserves were to shrink to zero, our balance sheet would not go
below $1.5 trillion.

Senator PERDUE. I am almost out of time. I have one last ques-
tion. This is a long recovery. It has been very weak, but it has been
very long, almost 9 years, and the typical recovery in U.S. history
is about 58 months, about 5 years. So the question I have is: With
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consumer confidence right now being at a 13-year high and yet con-
sumer debt, as you just mentioned, has risen again in the last cou-
ple of years back to approaching 100 percent of household income,
what are your concerns relative to the strength of this market and
the fiscal policy that is coming out of Washington over the last cou-
ple years, and even this year, relative to a potential correction in
this longstanding recovery, the weak recovery? And does the econ-
omy have energy to pop and recover from this extended period of
weak economic growth?

Ms. YELLEN. So I do have a reasonable level of confidence that
the expansion can continue, and we are trying to put in place a
monetary policy that will facilitate that. Often previous downturns
following expansions have reflected inflation rising to levels that
are unacceptable, forcing a tightening in monetary policy. And we
have a very different situation now with inflation running below
our target rather than above it.

Of course, as I said, we are attentive not only to downside but
also to upside inflationary risks, and we are focused on that.

With respect to consumer debt, I think households are generally
in a stronger position. Mortgage debt has declined significantly rel-
ative to household income. Student debt has risen enormously. But
a lot of the expansion of debt is among higher-income households
with strong creditworthiness, and the burden of debt payments rel-
ative to household income is low. So, of course, there are risks in
some areas there, but overall I would not point to household debt
as something that is flashing red on a financial stability concern.

Senator PERDUE. Thank you.

Thank you, Chair.

Chairman CRAPO [presiding]. Thank you.

Senator Warren.

Senator WARREN. Thank you, Mr. Chair. It is good to see you
again, Chair Yellen.

I want to follow up on the letter I sent you last month urging
the Fed to remove the Wells Fargo board members who served dur-
ing the bank’s fake accounts scandal. And I appreciate the response
you sent me earlier this week, which acknowledges that you have
legal authority to remove these board members and that confirms
that you are willing to use that authority if it is warranted. And
that is a question I want to get at today.

How could removal of these board members not be warranted
given the facts that we already know? You know, the 2008 financial
crisis showed that the big banks had completely inadequate risk
management systems, and after the crash, the Fed established
tough new rules for risk management. Those rules imposed higher
risk management standards on bigger and more complex institu-
tions, which means that Wells Fargo by law had to meet a very
high standard.

So let us lay this out. The Wells Fargo board of directors is ulti-
mately responsible for risk management at the bank. Is that right,
Chair Yellen?

Ms. YELLEN. That is a responsibility.

Senator WARREN. Good. So the board is responsible, and here is
what they are responsible for under the Fed’s own regulations:
making sure that there are “processes and systems to integrate
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risk management with management goals and its compensation
structure,” and making sure there are “processes and systems for
ensuring effective and timely implementation of actions to address
emerging risks.”

Now, Wells Fargo did not come close to meeting those require-
ments. They established impossible cross-selling goals and set up
a compensation structure that put enormous pressure on employees
to open new accounts for existing customers. And despite a moun-
tain of evidence that these incentives were leading to the creation
of fake accounts, the board did nothing for years. The result was
thousands of employees opening more than 2 million fake accounts.

So can you explain to me how the Wells board can possibly have
satisfied its obligations under the Fed’s risk management regula-
tions?

Ms. YELLEN. So I am not prepared to discuss in detail what is
a confidential supervisory matter. I will say that the behavior that
we saw was egregious and unacceptable, and it is our job to under-
stand what the root causes were of those failures. And as I have
agreed, we do have the power, if it proves appropriate, to remove
directors. A number of actions have already been taken, and we
need to conduct a thorough investigation to look at the full record
to understand the root causes of the problems, and we are certainly
prepared to take enforcement actions if those prove to be appro-
priate.

Senator WARREN. Well, I appreciate that, Chair Yellen, because
we already know a lot that is just in the public record and that
Wells itself has already admitted to, and that, in fact, Wells Far-
go’s own board commissioned an investigation by the law firm
Shearman & Sterling and found that the board was far too deferen-
tial to Wells’ executives on risk management issues and ignored
several red flags about the scope of the fake accounts scandal. So
there is already a lot out there in public.

And here is what worries me: Time after time, big banks cheat
their customers, and no actual human beings are held accountable.
Instead, there is a fine, which ultimately is paid for by share-
holders, not by executives, and certainly not by directors of the
board. And nothing is going to change at these big banks if that
does not change.

You know how I know that for a fact? It is because in 2011 the
Fed fined Wells Fargo $85 million for illegally steering mortgage
borrowers into costlier loans, and the Fed specifically said those il-
legal practices were caused by “incentive compensation and sales
quota programs, and the lack of adequate controls to manage the
risks resulting from these programs.” So the Fed fined Wells in
2011 for failing to manage the risks resulting from bad incentive
compensation practices. And what did Wells do? For the next 4
years, immediately after that fine, the board signed off on incentive
compensation practices that led to the creation of 2 million fake ac-
counts. Fines are not working with these giant financial institu-
tions.

If bank directors who preside over the firing of thousands of em-
ployees for creating millions of fake accounts can keep their jobs,
then I think every bank director in this country knows that they
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afe (li)ulletproof. And that poses a danger to the rest of us every sin-
gle day.

You have the power to change the culture on Wall Street. I know
you care about this issue. I hope you will use that power.

Thank you, Mr. Chairman.

Chairman CRAPO. Thank you.

Senator Rounds—oh, excuse me. Senator Sasse.

Senator SASSE. Thank you. Madam Chair, thanks for being here.

I am very concerned about the most recently available data on
job openings and job hires. As you probably know, there are 6 mil-
lion open jobs in America right now, and yet job hire numbers are
falling. I hear about this from Nebraska businesses every week
when I am home, the difficulty they have in finding and retaining
talent.

What do you think the most prominent causes are of the mis-
match between job openings and job seekers right now?

Ms. YELLEN. So it is commonly the case that with an unemploy-
ment rate as low as we have now that many employers would have
vacancies and regard them and report that they are hard to fill. In
fact, the fraction of firms reporting that jobs are hard to fill is in
a way an alternative to the unemployment rate as a measure of
labor market slack. So with a 4.4 percent unemployment rate, you
should expect that there would be many firms that would find this.

That said, I agree that there is job mismatch, that there are
kinds of jobs that firms have had a good deal of difficulty in filling.
I often, when I am asked about productivity growth and problems
in the labor market, talk about the importance of worker training
programs, education. We routinely hear that there are jobs, for ex-
ample, in manufacturing, but ones that require skills that those
who are losing jobs do not have. And I often, when I travel, look
at programs that have been devised in different parts of the coun-
try to try to enable workers who are having a tough time finding
jobs fill the jobs that are available. And I have seen examples of
nonprofits partnering with State and local government and with
local businesses, community colleges, to put in place programs that
are linked to job opportunities that fill that gap. With a tight labor
market, I hear many more firms telling me that they are doing
their own training, putting in place and expanding training pro-
grams to try to fill these vacancies.

Senator SASSE. Thank you for that. I am trying to get my hands
around, though, whether or not we think this is a new normal and
somehow economic growth is going to solve this problem, or wheth-
er or not we have a set of cultural issues or institutional issues
around mid-career job retraining in particular.

Nick Eberstadt at American Enterprise Institute has data that
shows that prime-age male labor force participation rates have
been declining for over 40 years. We have gone from 25- to 55-year-
old males nonparticipating in a seemingly quasi-voluntary way
from about 4 percent 40 years to pushing 15 percent today, I be-
lieve. Do you think this is a new normal?

Ms. YELLEN. Well, we have had many decades of declining labor
force participation by prime-age men, and I think this reflects a
whole variety of adverse trends related particularly to technological
change that has eliminated many middle-income jobs, those that
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can be replaced by technology, combined with global outsourcing
and production. And the individuals that have lost those jobs have
found it difficult to acquire the skills necessary to be reintegrated
into the labor market. And many individuals with less education
are finding it difficult to be placed in jobs that are middle-income
jobs. And so this perhaps intensified during the recession, but it is
a much longer-lasting trend, and, you know, we have seen now, un-
fortunately, this is likely tied to the opioid crisis. It is tied to the
problems that many communities have. You know, we have even
seen an increase in death rates due to deaths of despair, suicide,

drugs
Senator SASSE. Pardon me jumping in
Ms. YELLEN. ——among these communities, and so this is a very

serious matter.

Senator SASSE. I think there are social maladies all around this
that will be valuable to unpack with your input. If we had longer
rounds, I would also ask you some questions about the new multi-
career economy that we are inevitably headed toward and the fact
that this institution is not at all nimble or prepared to think about
what mid-career job retraining institutionalization looks like. But
befgre I am out of time, I want to ask you just one question on
trade.

Corn exports from the U.S. to Mexico have fallen 7 percent just
in the last 5 months. Obviously, Mexico has been exploring other
trading partners. There is an attempt on Mexico’s part to turn from
the U.S. toward Brazil for certain grains and other commodities.

Do you think that the U.S. rhetoric around increasingly protec-
tionist tone is having a direct effect now on people trying to pre-
negotiate other trading partners? And do you have historical exam-
ples of moments like this where we are not yet in a trade war but
we seem to be speaking in a way that implies we might go there
and we are already seeing effects on certain agricultural commod-
ities and exports?

Ms. YELLEN. I am going to pass, if you do not mind, on this ques-
tion. I think this is

Senator SASSE. I mind a little bit.

[Laughter.]

Ms. YELLEN. You know, this is a matter that is well outside the
domain of monetary policy and really is a matter for Congress and
the Administration.

Chairman Crapro. Well, I was going to ask you to keep your re-
sponse short, anyway.

[Laughter.]

Chairman CRAPO. Thank you, Chair Yellen.

Senator Donnelly.

Senator DONNELLY. Thank you, Mr. Chairman. And, Madam
Chair, thank you for your service to the country. We greatly appre-
ciate it.

Ms. YELLEN. Thank you, Senator.

Senator DONNELLY. This is a subject that my colleague Senator
Sasse touched on a little bit and then you mentioned, and that is,
my State, like many others, is in the midst of a severe opioid abuse
epidemic. Hoosiers of all ages and backgrounds have been im-
pacted—families, friends, personal addictions. And it not only im-
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pacts health outcomes but has a real consequence on economic and
employment opportunities.

The national unemployment rate is at 4.4 percent, but the labor
participation rate has gone down. People talk about the aging pop-
ulation, this and that. How much of a factor do you think the
opioid abuse situation has been?

Ms. YELLEN. So I do think it is related to the decline in labor
force participation among prime-age workers. I do not know if it is
causal or it is a symptom of long-running economic maladies that
have affected these communities and particularly affected workers
who have seen their job opportunities decline. This is something
that has been going on for many decades. Surveys suggest that
many prime-age men who are not actively participating in the
labor market are involved in prescription drug use, not always
opioids. But, you know, we are seeing, as I mentioned, an increase
in death rates which is extremely unusual. I think the United
States is the only advanced nation that I know of where in these
communities we are actually seeing, especially among less educated
men, an increase in death rates partly reflecting opioid use. And
it is obviously a very serious and heartbreaking problem.

Senator DONNELLY. I have felt for a long time that, you know,
if we—the job opportunities are there if we could have somehow
trained these individuals and gotten them to avoid this. And I am
not asking you to be a social scientist, but I think you already men-
tioned this. There seems to be a clear indication or a clear connec-
tion between this and the opportunity to go to a job, to get em-
ployed, to have success, and to, in effect, have hope and dignity and
purpose, it would seem to me.

Ms. YELLEN. I would agree with you, and I feel that all of those
things are bound up in this opioid crisis and are interacting in
ways that are really quite devastating for these individuals and
their communities.

Senator DONNELLY. A little bit different topic but one that I
think is going to become more and more in the front of our wind-
shield, because I think that, you know, if we look and interest rates
start to go up, one of my top concerns is the national debt. I think
the debt already has an impact on future generations as the cost
of borrowing is increasing. I think it is going to get more expensive
very soon. It is $260 billion plus a year. And you look at that, and
we have discussions here about how do we fund the National Insti-
tutes for Health which is going to cure cancer, cure diabetes, cure
multiple sclerosis, and all those funds that we sit and try to figure
out how do we get enough of, we are spending $260 billion a year
just paying interest on our debt.

Is there a tipping point coming up or is there a point that you
look at and you go this is really—as the interest rates go up and
the amount of it goes up, that you look and you go this is going
to have a very, very significant impact?

Ms. YELLEN. So fiscal policy, we have long known, under current
policy is on an unsustainable course. And as the population con-
tinues to age, especially if health care costs rise, as they have his-
torically, more rapidly than the general price level, we are going
to see the debt-to-GDP ratio rise from its current level of about 75
percent, which is not frightening but also not low, to unsustainable
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levels. And the increase in interest on the debt will be a factor con-
tributing to its unsustainability. You routinely see projections by
the Congressional Budget Office. They make assumptions about the
path of short- and long-term interest rates. They project—I do not
have the exact numbers, but short-term interest rates rising.

My colleagues publish our estimates of longer-run normal short-
term interest rates, which we see is about 3 percent. Now, that es-
timate might change, but CBO also sees short-term interest rates
rising toward something like that level with long-term interest
rates moving up. And so that is going to be increasingly a factor
driving debt dynamics.

Senator DONNELLY. Thank you. And thank you for your service,
and 1 week from today, on July 20th, 330 workers, those Carrier
workers that we have talked about so many times, start to lose
their jobs. So, please, keep them in mind about how we make sure
that their chances for success are ahead and that we have trade
laws that stand up for all our workers.

Thank you very much.

Chairman CraPO. Thank you.

Senator Rounds.

Senator ROUNDS. Thank you, Mr. Chairman. Madam Chair, wel-
come once again. We always appreciate the opportunity to visit
with you.

I was very pleased to hear your expression of concern regarding
the enhanced SLRs and, in particular, the impact it would have on
a series of not a lot of banks but on some banks that are the cus-
tody banks.

Ms. YELLEN. Yes.

Senator ROUNDS. I am interested because for mutual fund hold-
ers the costs for those banks is passed on directly to the mutual
funds. I am just curious. I think it is an issue that should be ad-
dressed, and I am just wondering if you have got a timeframe or
a concept in terms of how to address the increased costs that they
have, even though they are holding, as you have indicated, one of
the safest assets out there or instruments out there in terms of
their use of central bank instruments. Can you talk a little bit
about what your thoughts are?

Ms. YELLEN. So I would agree with you. We have been in touch
and are aware of the issues faced by the custody banks. It is one
of the reasons that we are looking at the issue of the appropriate
calibration of the enhanced supplementary leverage ratio for those
banks. Perhaps it is too high relative to risk-based capital require-
ments. I am comfortable with the level of risk-based capital re-
quirements, but this is something that needs to be looked into. Dif-
ferent countries have taken different approaches. One approach is
to exempt certain items like central bank reserves from the ratio.
Another alternative is to recalibrate the ratio.

I cannot give you a definite timetable for our reconsideration of
this, but it is something where perhaps our regulations had an un-
intended consequence, and we are looking at that carefully.

Senator ROUNDS. Do you feel you have the resources or the capa-
bilities to handle this? Or will it require legislation?

Ms. YELLEN. My guess is that we would not need legislation. I
will get back to you if that is not the case.
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Senator ROUNDS. That is fine. I would appreciate

Ms. YELLEN. We believe it is something that we could change by
the banking regulators.

Senator ROUNDS. I think it does two things. Number one, I think
it makes our banks within the United States less competitive with
some other competitors elsewhere that do not have the higher rate
or the higher requirement. And, second of all, I think that cost is
ultimately passed on to mutual fund holders, and I think that just
simply means one more fee that takes away from their net return.
And in either event, I think we should at least examine it, and I
think there is room to be able to reduce some of that cost which
is passed on to mutual fund holders.

Ms. YELLEN. OK. We are going to have a careful look.

Senator ROUNDS. Thank you.

Second of all, I am just curious. There has been considerable de-
bate in the Banking Committee this year about reforming Dodd-
Frank and the right-sizing of some of the regulations and thresh-
olds that Dodd—Frank established. I have heard a number of con-
cerns from financial institutions that arbitrary thresholds set in
Dodd-Frank make it difficult for them to do business. The Chair-
person also mentioned concerns in his opening statement.

Congressman Barney Frank himself admitted the pitfalls of
these thresholds. In a radio interview last November, the former
Congressman said, and I am going to quote him verbatim: “We put
in there that banks got the extra supervision if they were $50 bil-
lion in assets. That was a mistake. We should have made it much
higher, $125 billion or more, and we should have indexed it.”

I am thinking perhaps even looked at other alternatives as op-
posed to a dollar threshold, perhaps the business model and what
the business activities are of the individual institution.

With this in mind, and even the fact that one of the architects
of Dodd-Frank openly admitted that the current supervisory
threshold are inappropriate, could you state here and now that the
thresholds either should be raised or we should be looking at per-
haps even changing to a business model approach? We did the TAI-
LOR Act or we provided the TAILOR Act as an alternative for
smaller banks, and that would model the types of regulations based
upon the business activity. Could you give us your thoughts? And
is it time now to start taking a hard look at changing that?

Ms. YELLEN. So we have already said that we would favor some
increase, if Congress sticks with a dollar threshold, that we would
support some increase in the threshold. An approach based on a
business model or factors is also a workable approach from our
point of view. Conceivably, some of the enhanced standards should
apply to more firms with lower levels of assets and others with
higher levels. So I think either type of approach is something that
we could work with and would be supportive of.

Senator ROUNDS. Madam Chair, first of all, thanks for being
here. We appreciate it, and I appreciate the information that you
have provided.

Thank you, Mr. Chairman.

Chairman CRAPO. Thank you.

Senator Cortez Masto.
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Senator CORTEZ MASTO. Thank you, Mr. Chairman. Welcome,
Chairwoman Yellen. It is always good to see you, and thank you
for your service.

Ms. YELLEN. Thank you.

Senator CORTEZ MASTO. I appreciate your comments with respect
to the opioid epidemic, because in Nevada that is having an impact.
We see it. And every time I go home, we are having difficulty in
hiring, but there is so much going on with respect to our economy
because of it.

There is another area I would like to have discussion with you,
and that is housing. In both northern and southern Nevada, I also
frequently hear concerns about the housing market from my con-
stituents.

In northern Nevada, home prices have been rising sharply, and
there is a lack of available inventory, particularly for people seek-
ing to become first-time homebuyers, and the rental vacancy rates
are extremely low.

In southern Nevada, we still have the worst rates of homeowners
being underwater on their mortgages, and that is even nearly a
decade after the recession. And recent data suggests that Las
Vegas has the worst rental affordability crisis for lower-income
households of any major city in the country.

Can you opine or just discuss the role that housing affordability
plays in the overall health of the U.S. economy? And can we count
on home ownership to be the primary source of wealth building for
our younger generation like it used to be at one point in time?

Ms. YELLEN. Well, housing plays an important role in the econ-
omy. Although housing construction, residential construction, is not
an enormous sector, housing has very important influence on eco-
nomic performance and on the health of consumers. For such a
large share of Americans, a house is their most important asset,
and housing prices affect well-being, their wealth, and availability
of credit and access to ability to borrow. So the health of the hous-
ing market is extremely important.

Senator CORTEZ MASTO. So talk about it when it comes to the
younger generation, because the younger generation that I talk to
grew up through the housing crisis, and at one point in time own-
ing a home was the best investment that you could make. I do not
know if they think that anymore. And do you think that is some-
thing that is going to be of concern for our future and for the
younger generation when it comes to owning a home?

Ms. YELLEN. So there has always been a big debate about wheth-
er or not it is correct that housing is the best investment that one
can possibly make. And I agree with you that in the aftermath of
the crisis, views on that are changing. I am not going to opine on
a personal view as to whether or not that is true. But, you know,
for all but those individuals with very strong credit, it is extremely
difficult now to gain access to mortgage credit. And we do have
overall, I would say, a shortage of housing, whether it is owner-oc-
cupied housing or rental housing, relative to what you would think
would be a normal pace of household formation in this country. As
you have said, inventories are low. We have seen a significant pick-
up, though, in production of rental housing.

Senator CORTEZ MASTO. Thank you.
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Let me jump back to another issue that I hear from my constitu-
ents. As you well know, the FOMC has raised interest rates four
times since 2015. This generally, my understanding, helps banks’
revenue since they can charge more to lend money. But what I
hear from constituents, particularly savers, is they do not see any
benefit or interest rate increases that help them when they want
to save their money. And so when do you anticipate that the im-
pact of the Fed’s rate hikes will be felt by savers in this country?

Ms. YELLEN. So, unfortunately, there is a lag in terms of when
retail depositors see an increase in their rates. We are beginning
to see for those who hold large CDs, for example, that it is possible
to obtain somewhat higher rates. But especially with rates having
been so low for so long, I think it will take some time before com-
petition among banking organizations begins to drive up the rates
that smaller retail depositors see. I think that will occur, but it will
take a while to show up.

Senator CORTEZ MasTo. OK. Thank you so much. I appreciate
your service.

Ms. YELLEN. Thank you.

Chairman CRrRAPO. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman. Madam Chairman,
thank you for being here. I am glad to see some of the moves that
you are making and contemplating at the Fed.

I know there has been a lot of discussion about productivity, and
that has been going on for some time. And for many, many years,
the only game in town as it related to dealing with the economy
was the Federal Reserve. Congress was in a place where likely no
actions were going to be taken, and so everybody really, with your
predecessor and even much of your term, has relied upon the Fed
to be doing things to hopefully stimulate the economy and move
things ahead, which is too much of a burden for the Fed. I mean,
we should be taking actions ourselves. We are finally in a place
where maybe—it is not for sure, of course—we will be dealing with
some things as Congress, to deal with fiscal issues, other issues
that relate to the economy. One of those coming up could be tax
reform itself.

So we have been in a situation with low inflation, really below
where you would like for it to be, low productivity, below where you
would like for it to be. And these are not questions to, you know,
lead in a particular direction, but is tax reform one of those things
that, should Congress pursue it in a productive manner, could be
really helpful as collateral to move the economy ahead in a much
more rapid way?

Ms. YELLEN. Well, I would certainly agree that appropriately de-
signed tax reform could have a favorable effect on productivity. Of
course, it obviously depends on the details of what you do.

Senator CORKER. Got it.

Ms. YELLEN. And I do not have numbers to give you, but cer-
tainly there are distortions in the Tax Code that I believe are nega-
tively impacting productivity. And so I think there is scope there
to have a favorable impact on long-term economic growth.

Senator CORKER. So one of the things that we are going to be de-
bating on both sides of the aisle, we have got, you know, huge fiscal
issues as a Nation. Obviously, constraining spending is one of the
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ways we all, I am sure in appropriate manners, want to look at to
keep our deficits down. But growth is really the easiest way to
move away from the issues that we have.

Mr. Mulvaney was in my office this week. You know, tax reform
is beginning to be something of a discussion, and I know that the
current Administration wants to see growth get into the 3-percent
range to move beyond where we have been for some time. And is
tax reform from your perspective something that, again, if done
properly, has the ability to move us into a much higher growth rate
here in the United States?

Ms. YELLEN. So as I said, I think it is something that could have
a favorable impact if appropriately done. You know, productivity
growth is something—it is very hard to move, and if you put in
place a policy that predictably raises productivity growth a few
tenths, you would probably regard that as a very good payoff. So
the numbers typically that studies show when you do have a posi-
tive impact on productivity, they are not a percent, they are not a
percent-and-a-half. It is hard to raise productivity growth. So I
think it moves in the right direction, but it is challenging given the
last 5 years’ productivity growth has averaged a half percent; the
last decade, something like 1.1 percent. So overall growth for the
economy is productivity growth plus growth of the labor force.
Labor force growth is declining. It is quite low.

It is challenging to move productivity growth up that much, but
I hope that Congress and the Administration will focus on changes
that will succeed in accomplishing that.

Senator CORKER. And how much would productivity growth need
to be to achieve, you know, a stable economic growth of 3 percent,
GDP growth?

Ms. YELLEN. So I do not have the precise number for you, but
it would probably have to rise to something over 2.

Senator CORKER. Productivity over 2 to get economic growth to
3.

Ms. YELLEN. Right, given the labor force

Senator CORKER. And just based on—again, these are not leading
questions, because we are going to have a significant debate about
that, about this soon. Do you think it is achievable for us based on
all the things that you see right now to even achieve 3 percent
growth in the near term, in the next 5-year period?

Ms. YELLEN. So I think it is something that would be wonderful
if you can accomplish it. I would love to see it. I think it is chal-
lenging.

Senator CORKER. You think that would be very difficult?

Ms. YELLEN. I think it would be quite challenging.

Senator CORKER. Thank you, Mr. Chairman.

Chairman CraPO. Thank you.

Senator Heitkamp.

Senator HEITKAMP. Thank you. And Senator Corker gave you—
welcome.

Ms. YELLEN. Thank you.

Senator HEITKAMP. I will start there. He gave you a 5-year win-
dow. How likely is it that we are going to see 3 percent growth in
the next 2 years?

Ms. YELLEN. Well, I think that would be——
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Senator HEITKAMP. Quite challenging.

Ms. YELLEN. —difficult.

Senator HEITKAMP. Yeah, we heard that. So, I mean, I think
there are strategies we should all pursue because I think it has got
to be one of the goals in fiscal and monetary policy to look at what
we can do to get out of the flat growth rate of 2 percent. And I
think there are a lot of people now basically saying we are in a per-
petual 2 percent growth, too mature, the economy is too mature,
the economy is too sluggish to ever get there. And so I think it is
critically important that we examine strategies together, very real
strategies, not make-believe, which just—you know, asking for pro-
ductivity so you could mask a political agenda. So I will just leave
it there.

What percent of export growth in the last 2 years do you think
has been related to commodities and agriculture?

Ms. YELLEN. I am sorry. I do not have that number in front of
me. I can get back to you on it, but I do not——

Senator HEITKAMP. That would be great, because I think what
you are going to find is that when you look at export growth, one
of the great stories has really been an increase in exports of oil, an
increase in exports of energy, and certainly agricultural exports are
always a great story when we are talking about balance of trade.

Unfortunately, right now, as you know, commodities are getting
particularly hard hit. North Dakota is a commodity-dependent
State in a lot of ways, and the dollar values being high never help
us, in my opinion. But we are challenged with bad weather, but we
are also challenged with a lot of uncertainty in the trade sector.
Are we going to continue to have the trade regime that we cur-
rently have in NAFTA? Are we going to be able to do things within
a bilateral context in the Asia Pacific Rim that will replace, in fact,
the promise of TPP? These are all great challenges.

How do you see the trade disruption, trade policy disruption hav-
ing an impact on agricultural exports and commodity prices?

Ms. YELLEN. So I really do not want to wade in in detail into
trade policy, which is the responsibility of Congress and the Ad-
ministration.

Senator HEITKAMP. But you would agree that it is part of—trade
policy is part of our opportunity for economic growth, part of our
overall economic—a critical component to our economic growth, you
would agree?

Ms. YELLEN. It certainly has been.

Senator HEITKAMP. OK. I think we all understand the benefit of
low commodity prices in terms of bringing down cost of production
for companies, and it has increased the disposable income for con-
sumers. But at the same time, we have not seen the type of boost
to the economic growth in GDP that you would suggest, you know,
just even taking a look at what has happened with gasoline prices,
what has happened with natural gas prices, as either an input in
the chemical industry or as a major component of manufacturing
costs.

How are you weighing this tension as you consider further reduc-
tion in the Fed’s balance sheet along with possible hikes to interest
rates?
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Ms. YELLEN. So we are considering the overall economic outlook
relative to our objectives of maximum employment and price sta-
bility. And commodity prices, energy and oil prices certainly feed
into our view of the outlook. For example, the huge decline we saw
in oil prices is certainly something that substantially depressed in-
vestment spending in the United States, although it was a plus for
consumers. We are now seeing a pickup in drilling activity which
is supporting spending on plant and equipment. But we need to
look overall at all sectors of the economy, and I guess I would sum-
marize that by saying although there are varied trends in different
sectors, this year we have had 180,000 jobs a month; last year,
slightly more, about 190,000. This has been going on for a long
time. It has been—you know, we cannot really control the distribu-
tion of jobs across sectors that are created, but it has been driving
a stronger and stronger labor market with unemployment rates
that are now at, you know, close to historically low levels.

Senator HEITKAMP. Just to lay down a marker, I would suggest
that the reduction in commodity prices, the challenges of the com-
modity industry, whether it is agriculture or whether it is energy,
when you look at job growth in those very difficult times after
2008, a large percentage of that job growth was equated to energy
job growth. And so it is critically important that we not just look
at one side of the equation.

Ms. YELLEN. Sure, absolutely.

Senator HEITKAMP. That is the point that I want to make, and
any analysis on commodity prices in the context of the greater na-
tional economy and productivity, and maybe any little statement
you can make on trade, we will follow up with questions.

Thank you so much, Chairwoman.

Ms. YELLEN. Thank you, Senator.

Chairman CRAPO. Senator Tillis.

Senator TiLLIS. Thank you, Mr. Chair. And I want to thank Sen-
ator Cortez Masto for consistently and in the right committees
bringing up the concern of affordable housing, both home owner-
ship and affordable rental housing. I share virtually all the senti-
ment I have heard in every committee that she has spoken on it.

I want to get back to—I was not planning on it, but Senator
Corker brought up something that I am very interested in, because
we do have to increase productivity. And at least in North Caro-
lina, when we were in a financial crisis, and a fourth quartile State
performer, we figured out a way to do that which had to do with
the Tax Code and regulations.

Now, I want to go back to regulations first. I think probably since
Dodd-Frank, when I met with Chair Greenspan a year-and-a-half
or so ago, he mentioned that up to that point since Dodd—Frank,
some 350,000 jobs had been created that are called “regulatory
compliance,” in the category of “regulatory compliance.” In your
judgment, is that a job that improves productivity?

Ms. YELLEN. Well, look, we put in place regulations to serve im-
portant economic

Senator TILLIS. I understand that, but I am just saying, in your
professional judgment, does a job that relates to regulatory compli-
ance contribute to productivity?

Ms. YELLEN. Well, it is a cost of doing business.
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Senator TILLIS. OK. So

Ms. YELLEN. And it is imposed, but for reasons that produce pre-
sumably benefits.

Senator TILLIS. I understand. If we take a look at—there are var-
ious ways that we are going to stimulate growth. One of them will
be—and I want to get on the Tax Code. One of them will be by
incenting capital investment, improving productivity, the things
that you can do by maybe clearing up or eliminating some of the
distortions in the Tax Code.

But we also have to be mindful, to the extent that the regulatory
burden exceeds what we think is minimally necessary to ensure
compliance with areas that represent risk, then that is also cap-
ital—or that is potential capital that could be deployed to produc-
tivity rather than to maybe overly burdensome regulations. Would
you agree with that?

Ms. YELLEN. Yeah, I think all regulators should be attentive to
burdens and seek ways to minimize them.

Senator TiILLIS. And if I have time, I am going to go back to
some—you have been very generous with your time, by the way. I
should thank you for taking the time to meet with my office and
responding to questions that we have submitted after Committee
meetings. I appreciate it. I have enjoyed the discussions very much.

But could you drill—tax reform is something that we spent a lot
of time on, not in our first 2 years in North Carolina, because we
sought to relieve regulatory burdens first to produce economic ac-
tivity that would ultimately fund real tax reform. But here we are
going to move to tax reform, I hope fairly soon.

You mentioned that there are certain distortions in the Tax
Code, if they were dealt with properly, would probably have a posi-
tive impact on productivity or economic activity. At a high level—
I am not asking you to do our job by creating an agenda for tax
reform, but at a high level, could you give me some insights into
the areas that you think are probably worthy of the most scrutiny
as we go forward with tax reform?

Ms. YELLEN. So, again, this is an area I really want to be careful
not to wade into and give you any type of detailed advice. But I
would say that there is general agreement that there are distor-
tions in the corporate Tax Code and opportunities for improvement.

Senator TiLLIS. Now, I want to go back in my remaining time.
This is something that Senator Rounds touched on and I think
probably other Members did before I came here. I had two com-
peting committees, so I am sorry I was not here for your full testi-
mony. But if you imagine that, you know, all the tools that you cur-
rently enjoy post-Dodd—Frank, so stress tests, enhanced prudential
standards, living wills for banks, for the largest banks, if they had
been in place before the crisis, do you think that the crisis that we
have experienced would have been substantially—that the scale of
the crisis would have been substantially reduced?

Ms. YELLEN. So that is a difficult judgment to render, but I do
think we have much stronger capital, much stronger liquidity. I
think it is important to recognize prior to the crisis we had many
significant, large, stand-alone investment banks that were very
highly leveraged. Now they are part of——
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Senator TILLIS. Yeah, and now, because I try to develop a reputa-
tion for being close to on time, I want to close because I got a great
response in the meeting, in our personal meeting, so I will not ask
you to repeat it. But what I would like to see are right-sized appli-
cations of these regulations. I would like to see rational thought
placed in how these regimes are applied to institutions, not based
on some arbitrary number of, say, $50 billion today or $250 billion,
whatever the number. It seems to me that that should only be a
data point, and the nature of the businesses and the risks that
they represent should be the driving factor in going forward and
right-sizing these regulations, some of which I think are absolutely
essential. Do you agree?

Ms. YELLEN. I do agree with that, and as I said in response to
an earlier question, one way that Congress could approach this is
to increase these dollar cutoffs——

Senator TILLIS. Yeah, but

Ms. YELLEN. An alternative is to look at individual organizations
and the factors that determine their riskiness

Senator TILLIS. I would like to get——

Ms. YELLEN. ——and to take a different——

Senator TILLIS. I think one of the things we will do is probably
maybe put more meaning to that, because I think everybody agrees
in the abstract, but we really need to get to a point to where you
regulate based on the risk of the specifics of a targeted business,
instead of us feeling like we index—Ilet us say we raise the number
from $50 billion to whatever, and then index it over time, we could
pretend that we are done. But I think we are missing the oppor-
tunity to make sure your resources are focused on the areas that
represent the most risk and away from the businesses that do not.

Thank you, Mr. Chair. Sorry I went over.

Chairman CraPO. Thank you.

Senator Kennedy.

Senator KENNEDY. Thank you for your service, Madam Chair.

Ms. YELLEN. Thank you.

Senator KENNEDY. I think I read the last couple of days that
first-quarter growth had been readjusted to 1.4 percent. Does that
sound right?

Ms. YELLEN. Yes.

Senator KENNEDY. If you had unfettered discretion, what would
you do to improve on that?

Ms. YELLEN. Well, growth is variable from quarter to quarter,
and we expect significantly stronger growth in the second quarter.
So I would certainly, in looking at the performance of the economy,
smooth through the volatility. But doing that, we have an economy
that has grown over the last number of years by about 2 percent
per year, and 2 percent has been sufficient to create a very large
number of jobs and a tighter labor market.

Of course, it is good to have more jobs and a tighter labor mar-
ket, but the fact that that could be accomplished with 2 percent
economic growth points to what is very disappointing, namely, the
potential of the U.S. economy to grow is very low. I believe CBO
and our committee estimates that the economy’s longer-run poten-
tial to grow is currently under 2 percent, and——
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Senator KENNEDY. OK. But my question, Madam Chair—I apolo-
gize for interrupting. My question is: If you had unfettered discre-
tion and were averaging 2 percent growth, and you wanted to get
as close to 3 percent as you could, which would be considered nor-
mal before 2008, if you had unfettered discretion, what would you
do?

Ms. YELLEN. Well, this is really not a job for the Federal Reserve.
It is a job for Congress and the Administration.

Senator KENNEDY. I am asking for your advice.

Ms. YELLEN. My advice would be to focus on all of those factors
that determine productivity growth, and that pertains to tax re-
form and the efficiency with which the economy operates. I would
focus on training, on education, the quality of human capital in this
economy. I would focus on investment, both public and private. I
would focus on policies that impact the pace of technological change
and research and development. And there are a wide range of poli-
cies that bear on everything in my list. And so it is that set of
channels that I think is important in boosting the economy’s poten-
tial to grow.

Senator KENNEDY. OK. Did we make a mistake moving away
from Glass—Steagall?

Ms. YELLEN. I do not believe that Glass—Steagall was responsible
for the financial crisis, so I do not see that as a major issue that
was responsible for the financial difficulties.

Senator KENNEDY. Did our move away from it contribute at all,
or was it just irrelevant, in your judgment?

Ms. YELLEN. Well, look, the largest distress was suffered at
stand-alone investment banks like Bear Stearns and Lehman. You
know, it was a product of Glass—Steagall. The fact that those in-
vestment banks are now—all major investment banks are part of
bank holding companies and subject to stronger capital regulation
is an important safeguard.

Senator KENNEDY. OK. Has the Volcker Rule worked?

Ms. YELLEN. The Volcker Rule was designed to stop proprietary
trading in banking organizations. That is a goal with which I
agree, and it was intended to permit market making. The imple-
mentation of it has been very complex and burdensome. We have
suggested that community banks be exempt from it entirely,
and——

Senator KENNEDY. Should we get rid of it?

Ms. YELLEN. I would not get rid of it, and I believe the Treasury
report suggests maintaining the restriction on proprietary trading
in depository institutions. So I would not get rid of it, but I would
look for ways to simplify it.

Senator KENNEDY. OK. Last question, quickly. Would you accept
a reappointment?

Ms. YELLEN. Excuse me?

Senator KENNEDY. Would you accept a reappointment as Chair?

Ms. YELLEN. So it is something that I really do not have any-
thing to say about at this time. I am really focused on carrying out
the responsibilities that Congress has assigned to us and have not
really decided that issue.

Senator KENNEDY. Thank you for your service, Madam Chair.

Ms. YELLEN. Thank you.



33

Senator KENNEDY. Thank you, Mr. Chairman.

Chairman CRAPO. Thank you. And, Chair Yellen, we are ap-
proaching 11:30, which was the stop time I had hoped we would
be able to meet. Senator Brown has asked for one more question.

Ms. YELLEN. OK.

Chairman CRAPO. And he certainly is welcome to do so.

Senator BROWN. Thank you. And while this was not my intent,
the first part, if you are reappointed, I would be happy to join Sen-
ator Kennedy in supporting your reappointment.

Ms. YELLEN. Thank you, Senator.

Senator BROWN. I am not sure that he said that, but I think he
did. Thank you. And I am very mindful of the Chairman’s 11:30
meeting that the Republican conference has, and I am grateful for
his giving me this one series of last questions, which will not take
the whole 5 minutes.

Dodd-Frank required the CFPB to study forced arbitration, as
you know, and to make a rule protecting consumers from the prac-
tice of doing so would be in the public interest. In 2015 CFPB pub-
licly released a comprehensive study of the impact of forced arbi-
tration agreements on consumers. The Bureau released a proposed
rule limiting the use of forced arbitration in consumer contracts. As
you know, on Monday it released the final rule.

During that time CFPB surveyed, consulted with experts at pru-
dential regulators like you. If any of your—a couple of questions
and then one brief comment. If any of your staff had safety and
soundness concerns about this rule, do you think they would have
raised those concerns with the CFPB during the rulemaking proc-
ess?

Ms. YELLEN. So I know my staff consulted, and I assume that
they would have, but I am not certain just what those consulta-
tions were.

Senator BROWN. OK. And one more question. If the rule were
likely to impact the safety of the U.S. banking system, do you think
it would be unusual that no staff of any of the prudential regu-
lators would raise concerns about the rulemaking process?

Ms. YELLEN. I assume that they might well have.

Senator BROWN. OK. That is why I thought it was unusual, and
I was surprised to see Acting Comptroller Noreika, understanding
his short time there and short horizon to stay there, that he raised
issues with this rule so late in a 2-year-long process and mentioned
safety and soundness. And I think the Director, Director Cordray,
clearly explained the efforts that CFPB has made to consider input
from safety and soundness regulators.

So, Mr. Chairman, I would just close with asking unanimous con-
sent to enter Mr. Noreika’s letter and Mr. Cordray’s letter on this
issue into the record.

Chairman CraPo. Without objection.

Senator BROWN. Thank you.

Chairman CrAPO. And if I had known you were going to go into
the arbitration rule, I might have rethought going back into that
issue.

[Laughter.]

Senator BROWN. And the CRA, right?
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b?hairman CRAPO. That is right. We will discuss it further prob-
ably.

Chair Yellen, thank you again for being here with us today, and
we always appreciate the opportunity we have to discuss these
issues with you.

For Senators who wish to submit questions for the record, Thurs-
day, July 20th, is the due date, and I encourage you, Chair Yellen,
if you receive questions, to please respond promptly.

And, with that, this hearing is adjourned.

Ms. YELLEN. Thank you, Chair Crapo.

Chairman CRAPO. Thank you.

[Whereupon, at 11:30 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF JANET L. YELLEN
CHAIR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

JuLy 13, 2017

Chairman Crapo, Ranking Member Brown, and other Members of the Committee,
I am pleased to present the Federal Reserve’s semiannual Monetary Policy Report
to the Congress. In my remarks today I will briefly discuss the current economic
situation and outlook before turning to monetary policy.

Current Economic Situation and Outlook

Since my appearance before this Committee in February, the labor market has
continued to strengthen. Job gains have averaged 180,000 per month so far this
year, down only slightly from the average in 2016 and still well above the pace we
estimate would be sufficient, on average, to provide jobs for new entrants to the
labor force. Indeed, the unemployment rate has fallen about Y4 percentage point
since the start of the year, and, at 4.4 percent in June, is 5% percentage points
below its peak in 2010 and modestly below the median of Federal Open Market
Committee (FOMC) participants’ assessments of its longer-run normal level. The
labor force participation rate has changed little, on net, this year—another indica-
tion of improving conditions in the jobs market, given the demographically driven
downward trend in this series. A broader measure of labor market slack that in-
cludes workers marginally attached to the labor force and those working part time
who would prefer full-time work has also fallen this year and is now nearly as low
as it was just before the recession. It is also encouraging that jobless rates have con-
tinued to decline for most major demographic groups, including for African Ameri-
cans and Hispanics. However, as before the recession, unemployment rates for these
minority groups remain higher than for the Nation overall.

Meanwhile, the economy appears to have grown at a moderate pace, on average,
so far this year. Although inflation-adjusted gross domestic product is currently esti-
mated to have increased at an annual rate of only 1% percent in the first quarter,
more-recent indicators suggest that growth rebounded in the second quarter. In par-
ticular, growth in household spending, which was weak earlier in the year, has
picked up in recent months and continues to be supported by job gains, rising house-
hold wealth, and favorable consumer sentiment. In addition, business fixed invest-
ment has turned up this year after having been soft last year. And a strengthening
in economic growth abroad has provided important support for U.S. manufacturing
production and exports. The housing market has continued to recover gradually,
aided by the ongoing improvement in the labor market and mortgage rates that, al-
though up somewhat from a year ago, remain at relatively low levels.

With regard to inflation, overall consumer prices, as measured by the price index
for personal consumption expenditures, increased 1.4 percent over the 12 months
ending in May, up from about 1 percent a year ago but a little lower than earlier
this year. Core inflation, which excludes energy and food prices, has also edged
down in recent months and was 1.4 percent in May, a couple of tenths below the
year-earlier reading. It appears that the recent lower readings on inflation are part-
ly the result of a few unusual reductions in certain categories of prices; these reduc-
tions will hold 12-month inflation down until they drop out of the calculation. Nev-
ertheless, with inflation continuing to run below the committee’s 2 percent longer-
run objective, the FOMC indicated in its June statement that it intends to carefully
monitor actual and expected progress toward our symmetric inflation goal.

Looking ahead, my colleagues on the FOMC and I expect that, with further grad-
ual adjustments in the stance of monetary policy, the economy will continue to ex-
pand at a moderate pace over the next couple of years, with the job market
strengthening somewhat further and inflation rising to 2 percent. This judgment re-
flects our view that monetary policy remains accommodative. Ongoing job gains
should continue to support the growth of incomes and, therefore, consumer spend-
ing; global economic growth should support further gains in U.S. exports; and favor-
able financial conditions, coupled with the prospect of continued gains in domestic
and foreign spending and the ongoing recovery in drilling activity, should continue
to support business investment. These developments should increase resource utili-
zation somewhat further, thereby fostering a stronger pace of wage and price in-
creases.

Of course, considerable uncertainty always attends the economic outlook. There
is, for example, uncertainty about when—and how much—inflation will respond to
tightening resource utilization. Possible changes in fiscal and other Government
policies here in the United States represent another source of uncertainty. In addi-
tion, although the prospects for the global economy appear to have improved some-
what this year, a number of our trading partners continue to confront economic
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challenges. At present, I see roughly equal odds that the U.S. economy’s perform-
ance will be somewhat stronger or somewhat less strong than we currently project.

Monetary Policy

I will now turn to monetary policy. The FOMC seeks to foster maximum employ-
ment and price stability, as required by law. Over the first half of 2017, the com-
mittee continued to gradually reduce the amount of monetary policy accommodation.
Specifically, the FOMC raised the target range for the Federal funds rate by Y4 per-
centage point at both its March and June meetings, bringing the target to a range
of 1 to 1V4 percent. In doing so, the committee recognized the considerable progress
the economy had made—and is expected to continue to make—toward our mandated
objectives.

The committee continues to expect that the evolution of the economy will warrant
gradual increases in the Federal funds rate over time to achieve and maintain max-
imum employment and stable prices. That expectation is based on our view that the
Federal funds rate remains somewhat below its neutral level—that is, the level of
the Federal funds rate that is neither expansionary nor contractionary and keeps
the economy operating on an even keel. Because the neutral rate is currently quite
low by historical standards, the Federal funds rate would not have to rise all that
much further to get to a neutral policy stance. But because we also anticipate that
the factors that are currently holding down the neutral rate will diminish somewhat
over time, additional gradual rate hikes are likely to be appropriate over the next
few years to sustain the economic expansion and return inflation to our 2 percent
goal. Even so, the committee continues to anticipate that the longer-run neutral
level of the Federal funds rate is likely to remain below levels that prevailed in pre-
vious decades.

As I noted earlier, the economic outlook is always subject to considerable uncer-
tainty, and monetary policy is not on a preset course. FOMC participants will adjust
their assessments of the appropriate path for the Federal funds rate in response to
changes to their economic outlooks and to their judgments of the associated risks
as informed by incoming data. In this regard, as we noted in the FOMC statement
last month, inflation continues to run below our 2 percent objective and has declined
recently; the committee will be monitoring inflation developments closely in the
months ahead.

In evaluating the stance of monetary policy, the FOMC routinely consults mone-
tary policy rules that connect prescriptions for the policy rate with variables associ-
ated with our mandated objectives. However, such prescriptions cannot be applied
in a mechanical way; their use requires careful judgments about the choice and
measurement of the inputs into these rules, as well as the implications of the many
considerations these rules do not take into account. I would like to note the discus-
sion of simple monetary policy rules and their role in the Federal Reserve’s policy
process that appears in our current Monetary Policy Report.

Balance Sheet Normalization

Let me now turn to our balance sheet. Last month the FOMC augmented its Pol-
icy Normalization Principles and Plans by providing additional details on the proc-
ess that we will follow in normalizing the size of our balance sheet. The committee
intends to gradually reduce the Federal Reserve’s securities holdings by decreasing
its reinvestment of the principal payments it receives from the securities held in the
System Open Market Account. Specifically, such payments will be reinvested only
to the extent that they exceed gradually rising caps. Initially, these caps will be set
at relatively low levels to limit the volume of securities that private investors will
have to absorb. The committee currently expects that, provided the economy evolves
broadly as anticipated, it will likely begin to implement the program this year.

Once we start to reduce our reinvestments, our securities holdings will gradually
decline, as will the supply of reserve balances in the banking system. The longer-
run normal level of reserve balances will depend on a number of as-yet-unknown
factors, including the banking system’s future demand for reserves and the commit-
tee’s future decisions about how to implement monetary policy most efficiently and
effectively. The committee currently anticipates reducing the quantity of reserve
balances to a level that is appreciably below recent levels but larger than before the
financial crisis.

Finally, the committee affirmed in June that changing the target range for the
Federal funds rate is our primary means of adjusting the stance of monetary policy.
In other words, we do not intend to use the balance sheet as an active tool for mone-
tary policy in normal times. However, the committee would be prepared to resume
reinvestments if a material deterioration in the economic outlook were to warrant
a sizable reduction in the Federal funds rate. More generally, the committee would
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be prepared to use its full range of tools, including altering the size and composition
of its balance sheet, if future economic conditions were to warrant a more accom-
modative monetary policy than can be achieved solely by reducing the Federal funds
rate.

Thank you. I would be pleased to take your questions.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM JANET L. YELLEN

Q.1. I believe the full employment part of the dual mandate has
served the economy well, including reducing disparities in labor
market data.

Can you talk about why the full employment mandate is so im-
portant and what would be the impact on groups that have tradi-
tionally been disadvantaged in the labor market if the mandate
were eliminated or altered?

A.1. Congress set forth the mandate for monetary policy in the
Federal Reserve Act, which directs the Federal Reserve Board
(Board) to conduct monetary policy so as to promote maximum em-
ployment and stable prices. My colleagues and I on the Federal
Open Market Committee (FOMC) are fully committed to pursuing
the goals that Congress has given us. Both objectives of the dual
mandate are important in promoting the economic well-being of the
United States. Furthermore, the dual mandate has served the
country well. For the past quarter century or so, inflation has been
generally low and stable, and while the Great Recession severely
impacted households and businesses, the Board had a clear man-
date to counteract the profound economic weakness of that time
and exercised that mandate forcefully. As a result of policies imple-
mented by the Board, unemployment has declined substantially
and deflation has been avoided.

When the economy softens, all major demographic groups tend to
experience higher rates of unemployment. However, a marked
characteristic of recent business cycles is that groups that have tra-
ditionally been disadvantaged in the labor market have tended to
experience a higher-amplitude version of the unemployment experi-
ence of whites. For example, during the period around the Great
Recession, the unemployment rate for whites increased from about
4 percent to about 9 percent. At roughly the same time, the unem-
ployment rate for blacks or African Americans increased from
about 8 percent to a little over 16 percent, a larger increase that
started from a higher level. Similarly, the unemployment rate for
Hispanics or Latinos increased from about 5 percent to nearly 13
percent. From the worst time of the Great Recession, all three
groups have enjoyed substantial improvements in their respective
unemployment rates. Most recently, these rates have been in the
neighborhood of 3%4 percent for whites, 72 percent for blacks, and
5 percent for Hispanics. It is important to note that all three rates
have come down substantially, and that the rates for blacks and
Hispanics have declined by more than the rate for whites in recent
years. However, it is also important to point out that the rates for
blacks and Hispanics remain well above the rate for whites. Over-
all, the relative labor market experience of these groups has not
improved in recent years, and that is a matter of considerable con-
cern. Still, an important consequence of success in achieving the
maximum employment objective of the dual mandate is that the
benefits of a strong economy are shared widely across the individ-
uals and households that make up our Nation.

Q.2. I think the Federal Reserve Board and the Federal Reserve
Bank of Atlanta made a great choice earlier this year of Raphael
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Bostic as the new President of the Atlanta Fed. The Richmond Fed
is currently undergoing a search for their President. Are you satis-
fied with the search process currently underway and confident that
it will result in a diverse pool of candidates for consideration by the
Richmond Federal Reserve Bank Board of Directors and the Fed-
eral Reserve Board of Governors?

A.2. As you know, I have repeatedly expressed my personal com-
mitment, and our institutional commitment, to advancing the ob-
jectives of diversity and inclusion throughout our organization, in-
cluding at the level of presidents and other senior leadership. Our
searches for candidates for Reserve Bank presidents are planned
and conducted with a particular emphasis placed on identifying
highly qualified candidates from diverse personal, academic, and
professional backgrounds.

As you noted, the search for the next president of the Federal Re-
serve Bank of Richmond (Richmond) is currently underway. The
Reserve Bank’s search committee, which is comprised of directors
who are not affiliated with commercial banks or other entities su-
pervised by the Board, has engaged a highly regarded, national ex-
ecutive search firm with a strong track record in identifying highly
qualified and diverse candidate pools for executive positions to as-
sist in the search process.

As we did during the Federal Reserve Bank of Atlanta search,
and consistent with the Board of Governors’ responsibilities under
the Federal Reserve Act, my colleagues, typically represented by
the Chair of the Board’s Committee on Federal Reserve Bank Af-
fairs, are following the Richmond search process closely at every
stage. We have emphasized to the executive search firm and the
search committee the importance that the Board attaches to the
identification of as large a pool as possible of highly qualified can-
didates from diverse personal, academic, and professional back-
grounds.

Indeed I am confident in the strength of these processes, and in
the commitment of my colleagues here at the Board and in Rich-
mond to our shared objectives for the search.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SASSE
FROM JANET L. YELLEN

Q.1. Our financial system has become increasingly consolidated as
community banks and credit unions either close their doors or
merge with larger institutions.

Are you concerned about this pattern? Why?

What services can these smaller institutions provide that larger
institutions cannot provide?
A.1. The Federal Reserve Board (Board) recognizes the vital role
community banks play in local economies and closely monitors con-
solidation trends at community banks. The banking industry has
been consolidating at a relatively steady pace for more than 30
years.! Despite this, community banks (defined as banks with as-
sets totaling less than $10 billion) have continued to play a vital
role in local economies and serve as a key source of financing to

1https:/ |www.federalreserve.gov [ pubs [ feds /2008 /200860 | 200860pap.pdf
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small businesses and small farms. While community banks ac-
counted for 20 percent of all insured depository institution assets
at year-end 2016, they accounted for nearly 50 percent of all dollars
lent to small businesses by insured depositories and 88 percent of
all dollars lent to small farms. The Board believes it is important
to maintain a diversified and competitive banking industry that
comprises banking organizations of many sizes and specializations,
including a healthy community banking segment.

Research conducted over many years has concluded that commu-
nity banks provide several distinct advantages to their customers
compared to larger banks. For example, given their smaller size
and less complex organizational structure, community banks are
often able to respond with greater agility to lending requests than
their large national competitors. In addition, reflecting their close
ties to the communities they serve and their detailed knowledge of
their customers, community banks are able to provide
customization and flexibility to meet the needs of their local com-
munities and small business/farm customers that larger banks are
less likely to provide. Community banks are particularly important
for rural communities, where the closing of a bank can be associ-
ated with a material decline in local economic activity.

Q.2. As you know, the CFPB may be moving forward on a rule-
making for Section 1071 of Dodd—Frank, which grants the CFPB
the authority to collect small business loan data. I've heard some
concerns that implementing Section 1071 could impose substantial
costs on small financial institutions and even constrict small busi-
ness lending.

Are you concerned that a Section 1071 rulemaking could hurt
small business access to credit?

A.2. Section 1071 of the Dodd—Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank Act) amended the Equal Credit
Opportunity Act to require that lenders collect information on cred-
it applications and outcomes for small businesses, and women-
owned and minority-owned businesses. The purpose is to facilitate
enforcement of the fair lending laws, and allow communities, gov-
ernmental entities, and creditors to identify business and commu-
nity development needs and opportunities.

Although the Consumer Financial Protection Bureau (CFPB)
must issue rules to implement section 1071 for most creditors, the
Board is responsible for issuing rules for certain motor vehicle deal-
ers that use installment contracts to finance vehicle purchases by
small businesses.

Because the CFPB is still considering how to implement the law
and has not yet issued a proposed rule, the scope of the rule in
terms of the type of creditors, transactions, or data that will be cov-
ered has not been established. We expect the rulemaking process
to include consideration of the relative costs and benefits of the
proposed rule to assess its impact.

CFPB and Board staff have recently started to coordinate efforts
to conduct additional outreach and gather information to assist in
developing their regulatory proposals. In May, 2017, the CFPB
published a “Request for Information” outlining the major issues on
which the CFPB is seeking data and information from stakeholders
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that will be affected by the rules. The CFPB is also required to con-
duct a small business review panel pursuant to the Small Business
Regulatory Enforcement Fairness Act. The panel would meet with
representatives of small businesses that can provide feedback on
the impact of the proposed regulations and on regulatory options
and alternatives that might minimize the impact.

Q.3. Has the Federal Reserve coordinated with the CFPB to ensure
that implementing these requirements does not constrict small
business access to credit?

A.3. The CFPB has primary rule-writing authority and must issue
rules to implement section 1071 for most creditors. The Board is
responsible for issuing rules that would apply to certain motor ve-
hicle dealers that originate installment contracts to finance vehicle
purchases by small businesses, and routinely sell or assign the con-
tracts to a third party.

The Board believes that the two agencies should jointly develop
rules that use consistent definitions and standards to ensure data
are collected and reported uniformly, whether the loans are made
by depository institutions, motor vehicle dealers, or another type of
creditor. The Board will also participate in the CFPB consultation
process, along with the other prudential regulators, that is man-
dated for all CFPB rulemakings under section 1022 of the Dodd-
Frank Act. The CFPB has yet to commence its rulemaking con-
sultation process.

In May 2017, the CFPB held a public field hearing in Los Ange-
les on small business lending and published a “Request for Infor-
mation” outlining the major issues on which the CFPB seeks data
and information from stakeholders that will be affected by the
rules. This information is expected to assist the CFPB and the
Board as they consider the scope of their proposed rules. In addi-
tion, CFPB and Board staff have recently started to coordinate ef-
forts on planning joint outreach efforts to gather additional infor-
mation.

Q.4. I am very disturbed by the most recently available data on job
openings and hires. As you know there were a record number of job
openings, 6 million, while job hires fell to 5.1 million. This problem
manifests itself in Nebraska as many businesses tell me that they
have extreme difficulties finding and retaining talent.

Does this mismatch between job openings and job hires represent
a new normal? Or will economic growth eventually reduce this mis-
matgh over time, without any major structural changes to our econ-
omy?
A4, Data from the Job Openings and Labor Turnover Survey 2
show that the ratio of job openings to hires has moved up since the
end of Great Recession and has surpassed its pre-recession level.
There are likely several factors that are responsible for the in-
crease in job openings relative to hiring:

o Most of the increase likely reflects typical cyclical behavior of
the labor market, that is, the ratio of vacancies to hires goes
up when the economy improves and down when the economy
slows. In other words, in tightening labor markets there is an

2 hitps:/ |www.bls.gov | news.release / jolts.htm
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increasing scarcity of job seekers overall, which may eventually
impede firms’ ability to fill job openings.

e Another possibility is that there have been changes in the
ways that firms post job vacancies and search for workers. For
example, online recruitment and job search have become in-
creasingly popular, making it cheaper for firms to post job va-
cancies and possibly resulting in an elevated level of vacancies
relative to earlier times.

e A third possibility is the mismatch between the skills that job
seekers have and the skills that employers want. For example,
such mismatch might arise because firms are less willing to
hire those who have suffered long spells of non-employment
during and after the Great Recession because firms perceive
that these potential workers have lost job-related skills (or
their skills have become otherwise obsolete). Alternatively,
there may be a mismatch between low-skill workers and high-
skill jobs, or a mismatch between locations where unemployed
job seekers reside and where workers are in greatest demand.

If this third type of mismatch were a significant concern for the
broader labor market, we would eventually expect to observe a sub-
stantial rise in wages as firms compete to hire workers with scarce
skills. To date, however, we have not seen wage acceleration in the
aggregate that exceeds what might be expected given the historical
relationship between wage growth and other economic conditions.
That said, in the Federal Reserve’s Beige Book a number of re-
spondents noted worker shortages at all skill levels and a couple
Districts reported that labor shortages were beginning to push up
wages.

Significant mismatch, if it exists, may be alleviated somewhat if
aggregate labor market conditions remain favorable. For example,
it may induce some workers who left the labor force out of discour-
agement to re-enter, some of whom may have skills matching those
sought by firms. It may also encourage firms to consider less quali-
fied applicants, perhaps by offering such workers additional train-
ing or education on the job.

Q.5. What are the most prominent causes of this mismatch?

A.5. As described above, an elevated level ratio of vacancies to
hires does not necessarily indicate the emergence of significant
mismatch, since factors such as advances in recruiting technology
and usual cyclical improvement in the labor market may have also
led to the increase. Nonetheless, it may also reflect specific factors,
such as the increased use of information technology in many indus-
tries and jobs, leading to mismatch between the skills and at-
tributes demanded by firms and the available job seekers.

Q.6. In what industries is this mismatch most prominent?

A.6. The ratio of vacancies to hires varies substantially across in-
dustries, although this need not indicate varying degrees of mis-
match and may instead reflect industry differences in hiring con-
ventions. (For example, for a given level of vacancies, firms hire
fewer workers in the health and education sector on average than
they do in the construction sector.) Even taking these differences
into account, the ratio of vacancies to hires appears to have contin-
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ued to increase in industries such as health care and education,
professional and business services, and trade, transportation, and
utilities. Consistent with this observation, some firms responding
to the most recent Labor Shortage Index survey from The Con-
ference Board?3 reported anticipating there would not be a suffi-
ciently qualified supply of workers in “management, business, and
financial service occupations” or “professional and related services
occupations.” That said, we have not seen significant wage growth
in most of these sectors relative to other sectors, suggesting that
factors other than mismatch may be boosting the ratio of vacancies
to hires in these industries.

Q.7. What demographic groups are most hurt by this mismatch?

A.7. Tt is difficult to assess with any precision which demographic
groups are disproportionately affected by mismatch due to data
limitations. That said, there are some groups whose employment
rates have declined substantially relative to other groups, which
may represent weak labor demand relative to other groups and
possibly owe, in part, to mismatch. For example, the employment
rate for prime-age males (especially less-educated prime-age males)
has declined more steeply than other groups, which could be par-
tially because manufacturing (which disproportionately employed
prime-age men) has contracted, while newly created jobs have been
in occupations with different skills requirements or in different
areas of the country.

Q.8. Today, many workers, including those late in their career, are
forced to retool their skills to find a job in new fields. Can our
economy’s current ecosystem of education and job remaining pro-
grams adequately respond to this challenge? If not, what changes
could better address this issue?

A.8. Some job retraining and education programs, such as
WorkAdvance and Apprenticeship Carolina, have had success late-
ly, though these types of programs are especially helpful for work-
ers earlier in their career whose skills can more easily be matched
to growing labor demand. In general, an expansion of career and
technical education programs and apprenticeships may be effective
in helping workers gain valuable skills and obtain a foothold in a
labor market that increasingly requires technical proficiency. In ad-
dition, promoting entrepreneurship through programs that equip
people with the management skills and knowledge they need to
start and operate a successful small business could also be a fruit-
ful approach for some workers.

Q.9. I am concerned about the impact of our recent trade disputes
on our economy, particularly with agriculture.

How dependent is the agricultural economy on exports with other
countries?
A.9. As reported by the U.S. Department of Agriculture, the export
share of U.S. agricultural production has averaged about 20 per-
cent in recent history. However, some specific agricultural products
have had higher export shares. For example, cotton and tree nuts

3 https: | |www.conference-board.org | labor-shortages2016 / index.cfm?id=38314
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have historically had export shares around 75 percent, while rice,
wheat, and soybeans have had export shares around 50 percent.4

Q.10. U.S. corn exports to Mexico from January through May of
this year are down by 7 percent compared to last year. Unfortu-
nately, this may be due to reported efforts by Mexico to reduce corn
imports from the United States, including by opening up trade with
Brazil or Argentina. Are there historic examples of countries ex-
ploring other import markets in response to trade disputes?

A.10. Although there has been much reporting of efforts to diver-
sify Mexico’s supply, actual Government policy actions have not
been implemented. In addition, U.S. corn exports to Mexico, after
being weak earlier in the year, have stepped up in recent months.
Corn exports to Mexico are now down only 1 percent relative to
2016.

That being said, Brazil and Argentina are major corn exporters,
who compete worldwide with U.S. exporters for market share. Be-
cause of transportation cost advantages, Mexico currently buys
most of its imported corn from the United States. If Mexico were
to increase trade barriers, such as tariffs, trade diversion would
likely occur. For example, when the United States has historically
imposed tariffs on imports from one country, U.S. imports from
other countries have increased (see Prusa 1996).5 However, U.S.
exporters would likely find other international markets, albeit less
profitable for their corn.

Q.11. How significant is the risk that NAFTA renegotiations will
drive other countries to explore import markets, including with ag-
riculture?

A.11. Because there are fixed costs in establishing trading relation-
ships, existing trade relationships are likely to continue even if
North American Free Trade Agreement renegotiations cause in-
creased uncertainty; However, the uncertainty could lead foreigners
to consider diversifying their sources of imports. As such, U.S. pro-
ducers will likely continue to export to Mexico and Canada, but
U.S. producers may lose some sales as foreigners diversify their
sources. In the short run, U.S. producers may find it hard to make
up lost sales elsewhere, because it takes time to find new cus-
tomers. However, in the long run, U.S. producers would find other
foreign customers to buy their products, although the costs of
transporting products to these markets would likely be higher and
the prices received may be lower.

Q.12. The Trump administration is considering imposing new trade
barriers on steel imports. Some have argued that other countries
typically target retaliatory trade measures at the agricultural sec-
tor. Are there historical instances where this has occurred? If so,
how strong were these measures?

A.12. When the U.S. Government levied tariffs on steel imports in
2002, the European Union initiated steps to retaliate on $2.2 bil-
lion of U.S. exports of products such as vegetables, fruits, nuts, mo-
torcycles, textiles, paper products, and furniture. The United States

4 https: | |www.ers.usda.gov | data-products | chart-gallery | gallery | chart-detail | ?chartid=58396
5Prusa, Thomas J., “The Trade Effects of U.S. Anti-Dumping Actions”, NBER Working Paper
No. 5440, January 1996.
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withdrew these steel tariffs in 2003 before the European Union
went through with its retaliatory tariffs.

As another example, in 2009, Mexico retaliated against the
United States for the cancellation of the cross-border long-haul
trucking program. Mexico raised tariffs on around 90 products, in-
cluding agricultural products, with affected exports valued at
around $2 billion. In 2011, retaliatory duties were removed after
the United States agreed to allow Mexican trucks to operate in the
U.S. as part of a pilot program.

Q.13. If there have been retaliatory measures in the past, how did
these measures hurt the agricultural economy?

A.13. As estimated in Zahniser et al. (2016),6 the Mexican tariffs
reduced U.S. sales of targeted agricultural products by 22 percent,
a value of $984 million. Although they do not find that reduced ex-
ports to Mexico were offset by increased sales of these same goods
to other countries, they look over only a 2-year horizon, which may
be too short a time to establish new trading relationships.

Q.14. Assume that similar agricultural retaliatory trade measures
are imposed in response to new steel trade barriers. How would
these measures impact the agricultural economy?

A.14. Similar to question (c), there may be lost agricultural sales
in the short run. Eventually, U.S. agricultural producers likely
would find other customers.

Q.15. Many economists point to weak productivity growth as one
of the major contributors to slower economic growth overall.
Do you agree with this assessment?

A.15. Yes. Economic growth reflects contributions from both
changes in output per hour, or productivity, and changes in the
total number of hours worked in the economy. The step-down in
business sector productivity growth in recent years has been sub-
stantial: productivity growth averaged 12 percent in the 10-year
period ending in 2016; over the previous 10 years, its average was
2% percent. That being said, a secular decline in the growth of
hours worked has reduced economic growth as well.

Q.16. Do you believe productivity measurements accurately account
for new technology?

A.16. Most of the challenge in measuring productivity, especially
with regard to new technology, is in measuring prices. For exam-
ple, when “big box” retailers became prevalent in the 1980s and
1990s, they offered many items at lower prices than conventional
stores. These lower prices were due in part to improvements in the
technology used by retailers to manage their supply chain, but ar-
guably also reflected changes in quality of service. Official statistics
struggled with the challenge of how much of the big-box discount
to attribute to a different shopping experience and how much to
treat as a productivity improvement.

However, properly measuring the effects of new technology has
always been a significant challenge. More recently, the same price

6Zahniser, Steven, Tom Hertz, and Monica Argoti, “Quantify the Effects of Mexico’s Retalia-
tory Tariffs on Selected U.S. Agricultural Exports”, Applied Economic Perspectives and Policy,
Vol. 38, No. 1, 2016, pp. 93-112.
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measurement challenge mentioned above has emerged with the
shift in the retail sector toward e-commerce. More generally, econo-
mists have not found that measurement problems have gotten
worse, or that economic activity has shifted to more poorly meas-
ured sectors in a way that would suggest that recent readings on
productivity are less credible than those in the past. Thus, there
is no compelling evidence that the recent productivity slowdown is
simply an artifact of problems measuring new technology. How-
ever, this is an area of active research, and substantial uncertainty
remains.

Q.17. How does current policy impede productivity growth?

A.17. Contributors to productivity growth include (1) technological
innovation, (2) human capital, (3) business capital, and (4) realloca-
tion (matching labor and capital resources to their best employ-
ment). Government policy can affect productivity through all four
of these channels.

It would be inappropriate for the Federal Reserve to criticize or
endorse specific Government policies for their effect on produc-
tivity, but the most constructive policy interventions address fail-
ures of the market system to guide resources to their best use. For
example, practical technological innovation can depend on the per-
formance of basic research (oftentimes undertaken many years ear-
lier) with no known commercial application, and private sector re-
search and development will tend to under-emphasize such things;
so, policies that encourage basic research indirectly promote pro-
ductivity growth. With regard to the labor force, Government sup-
port for education is justified because the cost to society when
young adults fail to prepare for the job market exceeds the private
cost to the individual.

Policy uncertainty is an important consideration as well. To the
degree that risk-averse firms adopt a more cautious approach to in-
vestment when the future path of Government policy is unclear,
such uncertainty can retard productivity growth.

Q.18. How can the United States improve productivity?

A.18. There may be opportunities to influence productivity through
the channels discussed above. For example, although private re-
search and development (R&D) has recovered since the Great Re-
cession, Government R&D remains low by historical standards,
raising the possibility that we are sowing fewer seeds that may
yield future practical innovations. With regard to human capital,
recent research has highlighted the lifelong impact of early child-
hood education for poor students who would not otherwise have
been in a stimulating environment. And regarding business invest-
ment, as noted above, a stable and predictable policy regime may
encourage capital spending. Also, the stock of capital employed by
the private sector includes roads, bridges, and so forth that are pro-
vided by the Government, and such investment has slowed in re-
cent years. Finally, Government policies should be evaluated criti-
cally with respect to their effects on the free flow of labor and cap-
ital.

Q.19. According to research compiled by AEI scholar, Nicholas
Eberstadt, in his book “Men Without Work”, the proportion of
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prime-age men out of the labor force more than tripled in the past
50 years, from only 3.4 percent in 1965 to 11.8 percent in 2015. In
addition, eight times as many prime-age men were economically in-
active and not pursuing education in 2014 than in 1965.

What priority should we give this measurement in our broader
economic calculus?

A.19. One important indicator of the health of the labor market is
the labor force participation rate (LFPR), defined as the fraction of
the working-age (16 years and older) population that is working or
looking for work. The LFPR increased from less than 60 percent in
the early 1960s to about 67 percent by the late 1990s, with much
of the rise reflecting an increase in women’s labor force attach-
ment. Since then, the LFPR has fallen to about 63 percent. Al-
though much of this decline is attributable to population aging as
members of the baby boom cohort (born 1946 to 1964) have begun
to reach retirement age, some of the decline in the overall LFPR
is also attributable to the continued decline in LFPR for prime-age
(25-54 year old) men.

The decline in LFPR for prime-age men is especially notable be-
cause they have historically had high levels of labor force participa-
tion. Moreover, this decline has been particularly steep relative to
trends in the LFPR for other demographic groups, and has been es-
pecially steep for prime-age men with no more than a high school
education. Understanding why the LFPR for prime-age men has
fallen, and how responsive the LFPR for this group may be to fur-
ther economic expansion, is important for determining whether the
LFPR for prime-age men can reverse some of its longer-run decline,
and how much additional improvement in labor force participation
overall is possible if broader economic conditions remain favorable.
Of particular interest to monetary policymakers is assessing where
the labor market stands in the aggregate relative to the full-em-
ployment benchmark.

Q.20. To what do you attribute this decline in labor force participa-
tion?

A.20. One possibility is that there has been a change in the com-
position of the types of available jobs, which may have dispropor-
tionately reduced employment opportunities for prime-age men (es-
pecially men with no more than a high school degree). Researchers
have highlighted at least two potentially significant changes in the
labor market that may have led to diminished job availability for
these men. The first is the increased use of automation in the pro-
duction process and computers in the workplace more generally,
which has likely resulted in the elimination of some jobs over the
past few decades that are now more efficiently performed by ma-
chines. The second is increased globalization, which is likely rein-
forcing the effects of automation. Though trade is generally bene-
ficial, increased competition from lower-priced imports in some in-
dustries, according to some researchers, may be contributing to the
decline in manufacturing employment. Both of these changes may
have contributed to the decline in jobs that were particularly com-
mon for prime-age men, especially in manufacturing, and some of
the workers who have been displaced by these changes may have
opted to drop out of the labor force.
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Another possibility is that prime-age men’s ability to work or de-
sire to work given available employment opportunities has dimin-
ished. For example, evidence suggests that significant health limi-
tations may inhibit many individuals from participating in the
labor force, and opioid use may also be an increasingly important
barrier to employment for some individuals. Also, the severity and
length of the Great Recession, and the sluggishness of the recovery,
may have degraded somewhat the skills of individuals who experi-
enced long spells of non-employment, or caused some employers to
believe that such individuals’ skills have decayed. Consequently,
some individuals who lost their jobs during or after the Great Re-
cession may have come to believe that they were unlikely to find
?uitable employment, and responded by dropping out of the labor
orce.

Q.21. What types of policies could be effective in improving labor
force participation among prime-age men?

A.21. Most broadly, it seems likely that policies supportive of con-
tinued economic expansion would improve job opportunities and en-
courage labor force attachment among all workers, including
prime-age men.

Designing policies that aim to improve the labor force attach-
ment for prime-age men can be challenging but should probably
focus on some of the previously mentioned issues. For example,
workforce development programs targeted to individuals displaced
from jobs in shrinking industries and occupations could provide in-
formation on the current needs of local employers, provide re-train-
ing or additional education to meet those demands, and perhaps
offer relocation assistance for moving to areas where job opportuni-
ties are most abundant. These programs may be particularly effec-
tive for younger workers (who are more geographically mobile and
have more of their career remaining to benefit from the new skills
provided by re-training), and may be most productively targeted at
areas of the country where the decline in job opportunities has
been most significant (such as locations that specialized in certain
manufacturing industries). Another potentially fruitful approach
may be promoting entrepreneurship as a path to a productive ca-
reer, by offering education in the management and business skills
necessary for operating a successful small business.

Q.22. According to research from the Economic Innovation Group,
the new startup rate is near record lows, dropping by “half since
the late 1970s.” The total number of firms in the U.S. dropped by
around 182,000 from 2007-2014.

Are you concerned about this decline in new startups and broad-

er economic consolidation?
A.22. The decline in new startups has been attracting a lot of at-
tention, including within the Federal Reserve System, partly out of
concern that some of the more recent decline might have played a
role in the slow recovery after the Great Recession.

The startup rate (defined as the share of firms that are new in
a given year) fell from 12.5 percent in 1980 to 8.0 percent in 2014
(the latest year for which data are available). The decline in start-
up activity is worth studying for several reasons. Research has
shown that new firm entry is a significant driver of aggregate job
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gains and of productivity growth. Moreover, changes in employ-
ment at new and young films tend to account for a large share of
job growth during recoveries.

Economists have found that the decline in startup activity since
2000 looks somewhat different from the decline between 1980 and
2000. Two factors can account for much of the decline in the start-
up rate prior to 2000, neither of which is believed to have reduced
American living standards broadly.

e Due to demographic changes, particularly birth rate patterns
during the late-20th century, the U.S. labor force has grown
more slowly in recent decades than previously. This slowing is
believed to have reduced firm entry rates because new firm for-
mation is typically highly responsive to labor force growth.

e Substantial consolidation to the retail trade sector in the 1980s
and the 1990s, which was a slow growth sector that had his-
torically been characterized by high rates of entrepreneurship.

While the demographic and industrial patterns described above
have continued to affect startup rates after 2000, the sources of the
decline in startup activity appear to have expanded and may be
cause for concern.

e The decline in activity of young and startup firms spread to
the information and high tech sectors after 2000, and across
most industries rapid growth in employment, revenue, and
value among young firms became less common. Falling startup
activity in highly innovative sectors, along with the decline in
high-growth outcomes among startups more broadly, may have
negative implications for productivity and, therefore, American
living standards.

e Reduced competition from high-performing new entrants may
also be contributing to increased concentration in many indus-
tries in the U.S. Whether rising concentration reflects a con-
sumer-harming decline in the intensity of competition is still
au open question, and the causes of the post-2000 decline in
high-growth startup activity remain unknown. Researchers in
the Federal Reserve System and elsewhere are actively inves-
tigating this topic.

Q.23. What, if any, policy solutions should be explored in order to
respond to these challenges?

A.23. The underlying causes of the post-2000 decline in high-
growth entrepreneurship are still not well understood, so identi-
fying policy remedies for these patterns is difficult. However, there
is a large body of research on the policy determinants of entrepre-
neurship generally. It would be inappropriate for the Federal Re-
serve to criticize or endorse specific Government policies in this
area, but a number of academic studies have explored these issues
and can be summarized here.

In some cases, lack of access to financing can inhibit the forma-
tion and growth of new firms. In the wake of the financial crisis,
credit markets were severely impaired, though functioning has
largely recovered. Research suggests that entrepreneurship may
also be supported by efforts to: reduce barriers to starting a firm
more broadly (including policies that implicitly subsidize wage-
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earning work over self-employment); maintain a robust education
system to ensure potential entrepreneurs (particularly women and
minorities, a partially untapped pool of potential entrepreneurs)
and their potential employees can acquire crucial technical skills;
ensure an equal playing field between incumbents and potential
entrants; and preserve competition and the mobility of labor.

Q.24. In 2007 you stated that the Phillips curve, the inverse rela-
tionship between unemployment and inflation, “is a core component
of every realistic macroeconomic model.” Is this still true? If so,
how does the current trend of low inflation and low unemployment
fit into this model? If not, what new models are in place to give
the American people confidence in the Federal Reserve’s ability to
manage inflation?

A.24. The evidence does suggest that labor market conditions (as
summarized by the unemployment rate for example) influence in-
flation, and in my view this Phillips curve relationship is an impor-
tant component of macroeconomic models. However, the magnitude
of this influence seems to be modest, and especially over short peri-
ods of time, the effect can easily be overshadowed by other factors
influencing inflation. For example, the drop in oil prices and the
strengthening exchange value of the dollar that began around mid-
2014 held down inflation appreciably over the following couple of
years, and those influences far outweighed the effect of a tight-
ening labor market.

Moreover, given the limits of our knowledge and noise in the
data, those “other factors” are not always readily identifiable. As
I said in my recent testimony, the softening of inflation this past
spring appeared to reflect unusual reductions in certain categories
of prices, and I would expect those not to be repeated. In the Sum-
mary of Economic Projections from June, the median inflation pro-
jection from Federal Open Market Committee (FOMC) policy-
makers calls for inflation to reach 2 percent over the next 2 years,
as recent softness is not repeated and as the labor market
strengthens further. Policymakers certainly recognize the risks
around their projections, and with inflation having run below the
FOMC’s 2 percent objective for most of the period since the last re-
cession, the FOMC has emphasized that we are carefully moni-
toring progress toward our symmetric inflation goal.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR ROUNDS
FROM JANET L. YELLEN

Q.1. During your appearance before the Banking Committee in
February, you mentioned that commercial and industrial or C and
I lending has grown by over 75 percent since the end of 2010. This
statistic was also mentioned in a hearing our colleagues in the
House Financial Services Committee held in April when Mr. Peter
Wallison from the American Enterprise Institute explained that
the 75 percent increase in C and I lending is somewhat misleading.
According to Mr. Wallison, the banking sector as a whole has yet
to reach the lending level it was at in 2008 aside from a few of the
very largest banks.

In addition, Mr. Wallison’s written testimony cited two Fed re-
searchers—Dean Amel and Traci Mach—who have found that there
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is a significant difference between the volume of loans made for
amounts under 1 million dollars, which is oftentimes a proxy for
lending from small institutions, and loans made for amounts over
1 million.

Can you please comment on the degree to which our banking sec-
tor, and our small banks in particular, have yet to make up the
ground in C and I lending post-crisis? And what’s your take on the
research from Dr. Amel and Dr. Mach?

A.1. Total commercial and industrial (C&I) loans outstanding have
grown since the end of 2010 for all commercial banking organiza-
tions—including for large commercial banking organizations as a
group and for small commercial banking organizations as a group.
Although growth has been more rapid for the group comprised of
larger banking organizations, smaller banks, in aggregate, have
also experienced significant growth in C&I lending during this time
period. For example, total C&I loan balances at banking organiza-
tions with less than $10 billion in consolidated assets (a commonly
used threshold for defining community banks) grew by more than
20 percent from 2010 to 2016, and the aggregate volume of C&I
loans at these smaller banks was greater at year-end 2016 than at
year-end 2007 or year-end 2008. The lower rate of growth in lend-
ing for the group comprised of smaller banks is, in part, attrib-
utable the fact that the number of banks in this size category has
declined, while the number of banks with more than $10 billion in
assets has increased. This shift in the size distribution of banks is
due to the combined effects of the acquisition of some community
banks by larger banks and the growth of some community banks
beyond the $10 billion threshold by 2016.

The research by Dr. Amel and Dr. Mach, ! which is referenced in
Mr. Wallison’s testimony, notes that business loans under $1 mil-
lion at origination are often used as a proxy for small business
lending, not as a proxy for lending by community banks. Bank Call
Reports filed by all commercial banks and thrift institutions pro-
vide data on their small loans to businesses. However, the Call Re-
ports do not provide information on the size of the business obtain-
ing the Joan.

Amel and Mach (2017) look specifically at small business lending
by community banks. They note in their paper that following the
financial crisis, total outstanding loans to businesses at commercial
banks declined sharply. As of the third quarter of 2010, larger
loans to businesses had begun to recover, but smaller loans to busi-
nesses were still in decline. The lack of recovery in smaller loans
to businesses was a primary reason for the creation of the Small
Business Lending Fund (SBLF) in 2010. Amel and Mach’s work
finds that the SBLF had little effect on small business lending by
community banks. Although SBLF-participating community banks
did increase their small business lending by a greater percentage
than did nonparticipating community banks, this higher rate of
growth in lending was already evident prior to the implementation
%f the SBLF, and did not change following the introduction of the

BLF.

1Dean Amel and Traci Mach (2017), “The Impact of the Small Business Lending Fund on
Community Bank Lending to Small Businesses”, Economic Notes, vol. 46, no. 2, pp. 307-328.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR TILLIS
FROM JANET L. YELLEN

Q.1. I am very concerned about the method the Board has imple-
mented to make determinations about the systemic risk profile of
bank holding companies. As noted in the final rule issued July 20,
2015, the Board developed an “expected impact” framework, which
is a consideration of each firm’s expected impact on the financial
system, determined as a function of the harm it would cause to the
financial system were it to fail multiplied by the probability that
it will fail.

To determine this potential harm, which Board staff deemed the
“systemic footprint” of a particular firm, a multifactored assess-
ment methodology was developed. This test uses five equally
weighted categories that the Board asserts are “correlated with
systemic importance”—size, interconnectedness, cross-jurisdictional
activity, substitutability, and complexity. Covered firms are then
“scored” using these factors and firms with the highest scores are
deemed to present systemic risks.

I believe that tracking and addressing systemic risks to the fi-
nancial system is one of the most important responsibilities dele-
gated to the Board of Governors. Due to the considerable signifi-
cance, it is essential for the Board to use thoughtful, robust, and
ultimately predicative tests/criteria/methods in its efforts.

Please indicate why you believe the five factor test that is cur-
rently being used is the best manner to determine the systemic im-
pact of firms. Additionally, I respectfully request that you share the
background materials/information/analyses that lead you (and or
the Board) to draw this conclusion.

A.1. In all of our efforts, our goal is to establish a regulatory frame-
work that helps ensure the resiliency of our financial system, the
availability of credit, economic growth, and financial market effi-
ciency. The Federal Reserve has been working for many years to
make sure that our regulation and supervision is tailored to the
size and risk posed by individual institutions.

The five-factor test for determining the systemic footprint of glob-
al systemically important banks (G-SIBs) is used by the Federal
Reserve Board (Board) to determine which banking firms are G-
SIBs and to determine the capital surcharge for each G-SIB. The
Board believes that the five factor measure is a meaningful, but ap-
proximate, measure of a banking firm’s systemic importance. The
Board realizes that any such measure should evolve over time. As
a result, the methodology is regularly reviewed, and is in the proc-
ess of being reviewed now. !

The five-factor measure reflects substantial research efforts by
both the international community and the Federal Reserve System.
The analytical background for the Board’s approach to G-SIB cap-
ital surcharges is spelled-out in a Board white paper, 2 along with
the discussion in the Federal Register notice of the final rule.3 The

1See Basel Committee on Banking Supervision, “Consultative Document: Globally-System-
ically Important Banks—revised assessment framework”. Issued for comment by June 30, 2017.
March 2017.

2“Calibrating the G—SIB Surcharge”, Board of Governors of the Federal Reserve System, July
20, 2015.
380 FR 49088 (August 14, 2015).



53

Basel Committee also has provided an explanation of its five-factor
measure. 4 An in-depth study of the Basel Committee’s G-SIB cap-
ital surcharge system found that the weights used by its systemic
indicator system produced results that were consistent with other
approaches to creating a G—SIB index.5 Moreover, the surcharges
that were assigned under the five-factor measure are consistent
with a range of alternative parameterizations of key variables in
the formula.

The selected indicators in the Board’s G-SIB capital surcharge
framework were chosen to reflect the different aspects of how G-
SIBs generate negative externalities when they are in financial
trouble, and the different aspects of what makes a G—SIB critical
for the stability of the financial system. The Board recognizes that
there is no perfect measure of systemic importance and, as a result,
the G—SIB measure focuses on indicators where there is substan-
tial supervisory agreement about their link to systemic importance.

Additionally, while not directly asked in your question, an impor-
tant topic related to this is ensuring that the Board continually as-
sess its approaches to regulation to ensure that rules are tailored
as much as possible to the actual risk of a regulated entity.

The Board has been making efforts to do this in many areas,
such as our recent changes to our Comprehensive Capitol Analysis
and Review qualitative analysis. However, as my colleague Gov-
ernor Powell and I have noted, the Board has limited authority in
tailoring certain provisions, such as the thresholds applied in sec-
tion 165 of the Dodd—Frank Wall Street Reform and Consumer Pro-
tection Act. Further tailoring in areas such as these would require
congressional action.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HEITKAMP
FROM JANET L. YELLEN

Macroeconomic Policy

Q.1. Today we have the strongest labor market in a decade, a 4.4
percent unemployment rate, yet wages are rising barely faster than
inflation. Many economists have pointed to low productivity growth
as the driving factor for why Americans haven’t seen significant
growth in real wages.

Do you believe productivity is the biggest factor holding back
wage growth?

Is slow productivity growth in part the result of businesses that
have failed to pass on the gains from a growing economy by train-
ing and investing in their workers?

What can we do to help turn the tide on productivity growth and
boost wages for American workers?

A.1. It is true that wage gains have been disappointing, and while
this is not the only factor, sluggish productivity growth has been
an important reason that wage growth has not been higher. Pro-
ductivity in the business sector has increased only 1V4 percent per

4Basel Committee on Banking Supervision, “Global Systemically Important Banks Assess-
ment Methodology and Higher Loss Absorbency Requirement”, July 2013.

5Wayne Passmore and Alex H. von Hafften, “Are Basel’s Capital Surcharges for Global Sys-
temically Important Banks Too Small?” Finance and Economics Discussion Series, Working
Paper 2017-021, Appendix 1.
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year since 2006, compared with its average of 2% percent from
1949 to 2005. And over the past years, productivity rose less than
%4 percent per year, on average. Over time, sustained increases in
productivity are necessary to support rising household incomes and
living standards.

Economists do not fully understand the exact causes of the slow-
down in productivity growth. To some extent, the slowdown may
reflect the aftermath of the global financial crisis and recession.
For example, research and development spending, an important
source of innovation, fell sharply during the recession. To the ex-
tent such factors are at play, we may expect productivity growth
to improve as the economy strengthens further. However, some
analyses emphasize factors that predate the financial crisis and re-
cession. For example, evidence suggests that the effects of the in-
formation technology revolution were fading by the early 2000s.
Moreover, some see recent technological advances, including in in-
formation technology (IT), as less revolutionary than earlier tech-
nologies like electricity and the internal combustion engine. These
more structural explanations might portent a longer period of slow
productivity growth; though it certainly is possible that IT-related
innovations, such as robotics and genomics, will eventually produce
significant advances.

While there is disagreement about what policies would most ef-
fectively boost productivity, a variety of policy initiatives would
likely contribute. More investment, both through improved public
infrastructure and more encouragement for private investment,
would likely play a meaningful role. More effective regulation likely
could contribute as well. And better education, at all grade levels
and including adult education, could both promote productivity
growth and contribute to higher incomes not just on average, but
throughout our society.

Q.2. How proactive are you going to be able to be during the un-
precedented unwinding of the Fed’s portfolio, should the impact of
balance normalization deteriorate financial conditions to a point
where the real economy is adversely impacted’?

A.2. Provided that the economy evolves broadly as anticipated, the
Federal Open Market Committee (FOMC) expects to begin imple-
menting a balance sheet normalization program this year. Con-
sistent with the Policy Normalization Principles and Plans released
in 2014, this program would gradually decrease reinvestments and
initiate a gradual and largely predictable decline in the Federal Re-
serve’s securities holdings.

For both Treasury and agency securities, we will reinvest pro-
ceeds from our holdings only to the extent that they exceed gradu-
ally rising caps on the reductions in our securities holdings. Ini-
tially, these caps will be set at relatively low levels—$6 billion per
month for Treasuries and $4 billion per month for agency securi-
ties. Any proceeds exceeding those amounts would be reinvested.
These caps will gradually rise over the course of a year to maxi-
mums of $30 billion per month for Treasuries and $20 billion per
month for agency securities, and will remain in place through the
normalization process. By limiting the volume of securities that pri-
vate investors will have to absorb as we reduce our holdings, the
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caps should guard against outsized moves in interest rates and
other potential market strains. The FOMC announced the details
of this plan in advance so that when it goes into effect, no one is
taken by surprise and market participants understand how it will
work.

The FOMC expects this plan for reducing the Federal Reserve’s
securities holdings will run quietly in the background. Of course,
the FOMC will be monitoring the process of balance sheet normal-
ization over time and its effects in financial markets. The FOMC
has noted that it would be prepared to resume reinvestments if a
material deterioration in the economic outlook were to warrant a
sizable reduction in the Federal funds rate. More generally, the
FOMC would be prepared to use its full range of tools, including
altering the size and composition of its balance sheet, if future eco-
nomic conditions were to warrant a more accommodative monetary
policy than can be achieved solely by reducing the Federal funds
rate.

Asset Thresholds for Systemically Important Financial Insti-
tutions

Q.3. On several occasions before this Committee Governor Tarullo
stated that the dollar asset thresholds in Dodd-Frank such as the
$50 billion threshold for SIFI designation, is far too high.

Do you believe regulators could effectively address systemic risk
if the threshold were raised above $50 billion?

Are there specific provisions in Dodd-Frank which you believe
are particularly costly or unnecessary for a certain subset of banks
above the $50 billion threshold?

Are there specific provisions in Dodd-Frank which you believe
are necessary for all banks above $50 billion in assets that should
be retained in order to mitigate systemic risk?

What concerns do you have with having a purely qualitative test

for identifying systemic risk?
A.3. In all of our efforts, our goal is to establish a regulatory frame-
work that helps ensure the resiliency of our financial system, the
availability of credit, economic growth, and financial market effi-
ciency. The Federal Reserve Board (Board) has been working for
many years to make sure that our regulation and supervision is
tailored to the size and risk posed by individual institutions.

The failure or distress of a large bank can harm the U.S. econ-
omy. The recent financial crisis demonstrated that excessive risk-
taking at large banks makes the U.S. economy vulnerable. The cri-
sis led to a deep recession and the loss of nearly nine million jobs.
Our regulatory framework must reduce the risk that bank failures
or distress will have such a harmful impact on economic growth in
the future.

The Board has already implemented, via a regulation that was
proposed and adopted following a period of public notice and com-
ment, a methodology to identify global systemically important
banking organizations (G—-SIBs), whose failure could pose a signifi-
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cant risk to the financial stability of the United States.! The “sys-
temic footprint” measure that determines whether a large firm is
identified as a G—SIB includes attributes that serve as proxies for
the firm’s systemic importance across a number of categories: size,
interconnectedness, complexity, cross-jurisdictional activity, substi-
tutability, and reliance on short-term wholesale funding.

There are many large financial firms whose failure would pose
a less significant risk to U.S. financial stability, but whose distress
could nonetheless cause notable harm to the U.S. economy (large
regional banks). Some level of tailored enhanced regulation is ap-
propriate for these large regional banks. The failure or distress of
a large regional bank could harm the U.S. economy in several
ways: by disrupting the flow of credit to households and businesses,
by disrupting the functioning of financial markets, or by inter-
rupting the provision of critical financial services, including pay-
ments, clearing, and settlement. Economic research has docu-
mented that a disruption in the flow of credit through banks or a
disruption to financial market functioning can affect economic
growth. 2

The application of tailored enhanced regulation should consider
the size, complexity, and business models of large regional banks.
The impact on economic growth of a large regional bank’s failure
will depend on factors such as the size of the bank’s customer base
and how many borrowers depend on the bank for credit. Asset size
is a simple way to proxy for these impacts, although other meas-
ures may also be appropriate. For large regional banks with more
complex business models, more sophisticated supervisory and regu-
latory tools may be appropriate. For example, the Board recently
tailored our Comprehensive Capital Analysis and Review quali-
tative assessment to exclude some smaller and less complex large
regional banks, using asset size and nonbank assets to measure
size and complexity, respectively.3 In other contexts, foreign activ-
ity or short-term wholesale funding may be another dimension of
complexity to consider. Any characteristics or measures that are
used to tailor enhanced regulation for large regional banks should
be supported with clear analysis that links them with the potential
for the bank’s failure or distress to cause notable harm to the U.S.
economy.

The Board currently has only limited authority to tailor the en-
hanced prudential standards included in section 165 of the Dodd—
Frank Wall Street Reform and Consumer Protection Act (Dodd—
Frank Act). In particular, Congress required that certain enhanced
prudential standards must apply to firms with $10 billion in total
assets, with other standards beginning to apply at $50 billion in
total assets.

1Board of Governors of the Federal Reserve System (2015), “Regulatory Capital Rules: Imple-
mentation of Risk-Based Capital Surcharges for Global Systemically Important Bank Holding
Companies”, final rule, FR 80 (August 14), pp. 49082-49116.

2For evidence on the link between bank distress and economic growth, see Mark A. Carlson,
Thomas King, and Kurt Lewis (2011) “Distress in the Financial Sector and Economic Activity”,
The B.E. Journal of Economic Analysis & Policy: Vol. 11: Iss. 1 (Contributions), Article 35. For
evidence on the link between financial market functioning and economic growth, see Simon Gil-
christ and Egon Zakrajsek (2012), “Credit Spreads and Business Cycle Fluctuations”, American
Economic Review, Vol. 102(4): 1692—-1720.

3 Board of Governors of the Federal Reserve System (2017), “Amendments to the Capital Plan
and Stress Test Rules; Regulations Y and YY”, final rule, FR 82 (February 3), pp. 9308-9330.



57

You asked whether regulators could effectively address systemic
risk if these statutory thresholds were raised. The Board has sup-
ported increasing these thresholds. We believe that the risks to fi-
nancial stability from large banks, as noted above, can be ad-
dressed with tailored enhanced regulation, including higher thresh-
olds.

You also asked about the specific provisions in section 165 of the
Dodd-Frank Act. The Board has not taken a position on the rel-
ative merits of these provisions. As noted above, some level of tai-
lored enhanced regulation is appropriate for large banks, taking
into account how a particular regulatory standard affects a bank’s
size, complexity, and business model. Among these many provi-
sions, the Board believes that supervisory stress testing is one of
the most valuable, providing a forward-looking assessment of the
largest firms’ ability to continue providing credit to the real econ-
omy in the event of a significant macroeconomic and financial
stress.

You asked whether I have concerns about using a qualitative test
in place of the existing quantitative thresholds. As my answer
above noted, I believe that it would be logical to use a wider range
of factors than asset size to determine the application of tailored
enhanced regulation for large regional banks. Such factors should
include quantitative metrics.

Congress could usefully decide to pursue either raising dollar
thresholds or giving authority to the Board to decide which firms
are subject to enhanced prudential standards. The Board stands
ready to work with Members on the design of either approach.

Liquidity Coverage Ratio

Q.4. As watchdogs of the financial system, we know that the Fed,
OCC, and FDIC focus on promoting safety and soundness, and sup-
port transparency. To that end, firms are required to disclose ex-
tensive information on their financial health to the public.

Like all things, balance is important and in drafting rules and
regulations, the agencies consider what is useful information
versus what can be misleading and inadvertently hurt the markets.
We've seen the Federal Reserve be thoughtful about that—for ex-
ample, the Fed does not disclose to the public who accesses its dis-
count window for at least 2 years, balancing transparency with risk
of public misconception. The Fed has recognized in that case that
immediate information could actually lead to a market stress.

In December, the Federal Reserve finalized a rule requiring
banks to publicly disclose—within 45 days of the end of quarter—
the details of a complex liquidity metric called the Liquidity Cov-
erage Ratio.

Why does the Fed allow a 2-year disclosure period for the dis-
count window and only 45 days for this complex metric when the
risks of public misconception are the same?

How is the Fed promoting safety and soundness by asking banks
to disclose complicated liquidity information that could lead to a fi-
nancial stress?

Since the Fed is already monitoring firms’ liquidity data every
day, why do we need this additional disclosure requirement?
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Would the Fed find it beneficial to conduct further study on the
rule before requiring disclosures?

A.4. The different timelines required for discount window and Li-
quidity Coverage Ratio (LCR) disclosures reflect the different pur-
poses of the disclosures.

The Dodd-Frank Act specified the content of the discount win-
dow disclosures as well as the 2-year disclosure period. The pri-
mary purpose of the discount window disclosure is to provide trans-
parency and accountability to the public regarding the Board’s
lending activities. Eligible borrowers may choose to borrow from
the discount window both under normal conditions and when they
are experiencing a liquidity stress. The discount window disclo-
sures require all borrowing institutions to disclose transaction-spe-
cific information about a bank’s business decision to borrow at the
window, including the amounts borrowed and the collateral pro-
vided to secure each loan. A key reason for the 2-year lag in dis-
closing this information is to preserve the willingness of solvent in-
stitutions to use the discount window, ensuring the effectiveness of
the discount window as a backstop liquidity facility and systemic
liquidity shock absorber for solvent institutions. In passing the
Dodd-Frank Act, the Congress weighed the need for greater trans-
parency about the Board’s lending operations and the need to
maintain the discount window as an effective liquidity backstop,
and concluded that a 2-year lag in disclosing transaction-level in-
formation on discount window borrowing appropriately balanced
these two policy objectives.

In contrast, the primary purpose of the LCR public disclosure re-
quirements is to promote safety and soundness by providing mar-
ket participants high-level information about the liquidity risk pro-
file of large banking organizations to support the ability of market
participants to understand and constrain bank risk-taking. This
sort of market discipline can usefully complement the Board’s su-
pervisory practices and policies. During times of stress, public dis-
closures can also enhance stability by providing relevant and suffi-
ciently timely information that assures counterparties and other
market participants regarding the resilience of covered companies.
Without information about the liquidity strength of their counter-
parties, market participants may assume the worst regarding
banking institutions and draw back from the entire market, exacer-
bating the problem.

The LCR public disclosures must be sufficiently informative and
timely to serve their intended purpose. In order to mitigate poten-
tial financial stability and firm-specific risks related to disclosing
real-time liquidity information, the LCR public disclosure rule re-
quires covered companies to disclose average values of broad cat-
egories of liquidity sources and uses over a quarter, with a 45-day
lag after the end of the quarter. Unlike event-driven discount win-
dow disclosures, the LCR public disclosure rule requires a set of
firms to make regular periodic disclosures and does not require dis-
closure of transaction-specific information. They are more analo-
gous to the Board’s quarterly capital public disclosure require-
ments, which also focus on a firms’ financial condition and risk
management practices.
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Given the fundamentally different purposes of the discount win-
dow and LCR disclosures, the Board did not provide for a common
timeframe for the disclosures. While I do not believe it is necessary
to conduct further study on the LCR public disclosure rule at this
time, the Board will carefully monitor the implementation of these
requirements going forward. If warranted, I would be willing to re-
visit aspects of the LCR disclosures that result in significant unde-
sirable or unintended consequences.
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STATEMENT ON LONGER-RUN GoALs AND MONETARY PoLicy STRATEGY
Adopted effective fanuary 24, 2012; as amended effective January 31, 2017

The Federal Open Market Committee (FOMC) is firmly committed to [ulfilling its statutory
mandate from the Congress of promoting maximum employment, stable prices, and moderate
long-term interest rates. The Committee secks to explain its monetary policy decisions to the public
as clearly as possible. Such clarity facilitates well-informed decisionmaking by households and
businesses, reduces economic and financial uncertainty, increases the effectiveness of monetary
policy, and enhances transparency and accountability, which are essential in a democratic society.

Inflation, employment, and long-term interest rates fluctuate over time in response Lo economic and
financial disturbances. Moreover, monetary policy actions tend to influence economic activity and
prices with a lag. Therefore, the Committee’s policy decisions reflect its longer-run goals, its medium-
term outlook, and its assessments of the balance of risks, including risks to the financial system that
could impede the attainment of the Committee’s goals.

The inflation rate over the longer run is primarily determined by monetary policy, and hence the
Committee has the ability to specily a longer-run goal for inflation. The Committee reaffirms its
judgment that inflation at the rate of 2 percent, as measured by the annual change in the price

index for personal consumption expenditures, is most consistent over the longer run with the

Federal Reserve’s statutory mandate. The Committee would be concerned if inflation were running
persistently above or below this objective, Communicating this symmetric inflation goal clearly Lo the
public helps keep longer-term inflation expectations firmly anchored, thereby fostering price stability
and moderate long-term interest rates and enhancing the Committee’s ability to promote maximum
employment in the face of significant economic disturbances. The maximum level of employment

is largely determined by nonmonetary factors that affect the structure and dynamics of the labor
market, These [actors may change over time and may not be directly measurable, Consequently,

it would not be appropriate to specify a fixed goal for employment; rather, the Committee’s policy
decisions must be informed by assessments of the maximum level of emplovment, recognizing that
such assessments are necessarily uncertain and subjeet to revision. The Commiltee considers a

wide range of indicators in making these assessments. Information about Committee participants’
estimates of the longer-run normal rates of output growth and unemployment is published four
times per year in the FOMC's Summary of Economic Projections. For example, in the most

recent projections, the median of FOMC participants’ estimates of the longer-run normal rate of
unemployment was 4.8 percent.

In setting monetary policy, the Committee seeks to mitigate deviations of inflation from its
longer-run goal and deviations of employment from the Committee’s assessments of its maximum
level. These objectives are generally complementary. However, under circumstances in which the
Committee judges that the objectives are not complementary, it follows a balanced approach in
promoting them, taking into account the magnitude of the deviations and the potentially different
time horizons over which employment and inflation are projected to return to levels judged
consistent with its mandate.

The Committes intends to reaffirm these principles and to make adjustments as appropriate at its
annual organizational meeting each January.
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SUMMARY

Economic activity increased at a moderate
pace over the first hall of the year, and the jobs
market continued to strengthen, M don
a 12-month basis, inflation has softened some
in the past few months. The Federal Open
Market Committee (FOMC) judged that, on
balance, current and prospective economic
conditions called for a further gradual removal
of policy accommodation. Al its most recent
meeting in June, the Committee boosted

the target range for the federal funds rate to
1to 1% percent. The Committes also issued
additional information regarding its plans

for reducing the size of its balance sheet in a
gradual and predictable manner.

Economic and Financial
Developments

Labor markets. The labor market has
strengthened further so far this year. Over the
first five months of 2017, payroll employment
increased 162,000 per month, on average,
somewhat slower than the average monthly
increase for 2016 but still more than enough
to absorb new entrants into the labor force.
The unemployment rate fell from 4.7 percent
in December Lo 4.3 percent in May—modestly
below the median of FOMC participants’
estimates of its longer-run normal level.
Other measures of labor utilization are also
consistent with a relatively tight labor market.
However, despite the broad-based strength

in measures of employment, wage growth has
been only modest, possibly held down by

the weak pace of productivity growth in
recent years.

Inflation. Consumer price inflation, as
measured by the 12-month change in the price
index for personal consumption expenditures,
briefly reached the FOMC's 2 percent
objective earlier this year, but it more recently
has softened. The latest reading, for May,

was 1.4 percent—still up from a year earlier
when falling energy prices restrained overall

consumer prices. The 12-month measure of
inflation that excludes food and energy items
(so-called core inflation), which historically has
been a better indicator than the headline figure
of where overall inflation will be in the future,
was also 1.4 percent over the year ending in
May; this reading was a bit lower than it had
been one year earlier. Measures of longer-

run inflation expectations have been relatively
stable, on balance, though some measures
remain low by historical standards,

Economic growth, Real gross domestic
product (GDP) is reported to have risen at

an annual rate of about 1% percent in the
first quarter of 2017, but more recent data
suggest growth stepped back up in the second
quarter. Consumer spending was sluggish

in the early part of the vear but appears to
have rebounded recently, supported by job
gains, rising household wealth, and favorable
consumer sentiment. Business investment

has turned up this year after having been
weak for much of 2016, and indicators of
business sentiment have been strong, The
housing market continues its gradual recovery.
Economic growth has also been supported by
recent strength in foreign activity.

Financial conditions. On balance, domestic
financial conditions for businesses and
households have continued to support
economic growth. Long-term nominal
Treasury yields and mortgage rates have
decreased so far in 2017, although yields
remain somewhat above levels that prevailed
last summer. Broad measures of equily prices
increased further during the first half of the
year. Spreads of yields on corporate bonds
over comparable-maturity Treasury securitics
decreased. Most types of consumer loans
remained widely available, while mortgage
credit stayed readily available for households
with solid credit profiles but was still difficult
to access for households with low credit
scores or harder-to-document incormes.
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In foreign financial markets, equity prices
increased and risk spreads decreased amid
generally firming economic growth and robust
corporate earnings, The broad U.S. dollar
index depreciated modestly against foreign
currencies.

Financial stability. Vulnerabilities in the

U.S. financial system remained, on balance,
moderate. Contributing Lo the financial
system’s improved resilience, U.S. banks have
substantial amounts of capital and liquidity.
Valuation pressures across a range off assets
and several indicators of investor risk appelite
have increased further since mid-February.
However, these developments in asset markets
have not been accompanied by increased
leverage in the financial sector, according to
available metrics, or increased borrowing in
the nonfinancial sector. Household debt as a
share of GDP continues to be subdued, and
debt owed by nonfinancial businesses, although
elevated, has been either flat or falling in the
past two years. (See the box “Developments
Related to Financial Stability” in Part 1.)

Monetary Policy

Interest rate policy. Over the first hall of 2017,
the FOMC continued to gradually reduce the
amount of monetary policy accommodation.
Specifically, the Commitlee decided Lo raise the
target range for the federal funds rate in March
and in June, bringing it to the current range of
1 to 1% percent. Even with these rate increases,
the stance of monetary policy remains
accommodative, supporting some further
strengthening in labor market conditions and a
sustained return to 2 percent inflation.

The FOMC continues to expect that, with
gradual adjustments in the stance of monetary
policy, economic activity will expand at a
moderate pace and labor market conditions
will strengthen somewhat further. Inflation

on a 12-month basis is expected to remain
somewhat below 2 percent in the near term but
Lo stabilize around the Commiltee’s 2 percent
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objective over the medium term. The federal
funds rate is likely to remain, for some time,
below levels that are expected to prevail in
the longer run. Consistent with this outlook,
in the most recent Summary of Economic
Projections (SEF), compiled at the time of
the June FOMC meeting, most participants
projected that the appropriate level of the
federal funds rate would be below its longer-
run level through 2018, (The June SEP is
presented in Part 3 of this report.) However,
as the Committee has continued Lo emphasize,
monetary policy is not on a preset course;
the actual path of the federal funds rate will
depend on the evolution of the economic
outlook as informed by incoming data. In
particular, the Committee is monitoring
inflation developments closely.

Balance sheet policy. To help maintain
accommodative financial conditions, the
Committee has continued its existing policy
of reinvesting principal payments from

its holdings of agency debt and agency
mortgage-backed securities in agency
morlgage-backed securities and rolling over
maturing Treasury securilies at auction. In
Jung, the FOMC issued an Addendum to the
Policy Normalization Principles and Plans
that provides additional details regarding

the approach the FOMC intends to follow

to reduce the Federal Reserve’s holdings of
Treasury and agency securities in a gradual
and predictable manner. The Committee
currently expects to begin implementing the
balance sheet normalization program this year
provided that the economy evolves broadly as
anticipated. (See the box “Addendum to the
Policy Normalization Principles and Plans”
in Part 2.)

Special Topics

Education and climbing the economic ladder.
Education, particularly a college degres, is
often seen as a path to improved economic
opportunities. However, despite the fact that
young blacks and Hispanics have increased
their educational attainment over the past



quarter-century, their representation in the
top 25 percent of the income distribution for
young people has not materially increased.
In part, this outcome has occurred because
educational attainment has increased for

young non-Hispanic whites and Asians as well.

While education continues to be an important
determinant of whether one can climb

the economic ladder, sizable differences in
economic outcomes across race and ethnicity
remain even after controlling for educational
attainment. (See the box “Does Education
Determine Who Climbs the Economic
Ladder?" in Part 1.)

The global productivity slowdown. Over the
past decade, labor productivity growth both
in the United States and in other advanced
economies has slowed markedly, This
slowdown may reflect a waning of the effects
from advances in information technology in
the 1990s and early 2000s. Productivity growth
may also be low because of the severity of
the Global Financial Crisis, in part because
spending for research and development

was muled. Some of the factors restraining
productivity growth may eventually fade,

but it is difficult to ascertain whether the
recent subdued performance of productivity
represents a new normal. (See the box
“Productivity Developments in the Advanced
Economies” in Part 1.)
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Liquidity in the corporate bond market. A series
of changes, including regulatory reforms,
since the Global Financial Crisis have likely
altered financial institutions’ incentives to
provide liquidity. Many market participants
are particularly concerned with liquidity in
markets for corporate bonds. However, the
available evidence suggests that financial
markets have performed well in recent years,
with minimal impairment in liquidity, either
in the market for corporate bonds or in
markets for other assets. (See the box “Recent
Developments in Corporate Bond Market
Liquidity” in Part 1.)

Monetary policy rules. Monetary policymakers
consider a wide range of information on
current economic conditions and the outlook
before deciding on a policy stance they deem
most likely to foster the FOMC's statutory
mandate of maximum employment and stable
prices. They also routinely consult monetary
policy rules that connect prescriptions for the
policy interest rate with variables associated
with the dual mandate. The use of such rules
requires careful judgments about the choice
and measurement of the inputs into these
rules as well as the implications of the many
considerations these rules do not take into
account. (See the box “Monetary Policy Rules
and Their Role in the Federal Reserve’s Policy
Process”™ in Part 2.)
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ParT 1

Recent Economic AND FINANCIAL DEVELOPMENTS

Domestic Developments

The labor market tightened further
during the first half of the year. ..

Labor market conditions continued to
strengthen in the first five months of this
year. On average, payrolls expanded 162,000
per month between January and May,
alittle stower than the average monthly
employment gain in 2016 but still more than
enough to absorb new entrants to the labor
force and therefore consistent with a further
tightening of the labor market (figure 1).
The unemployment rate has declined

0.4 percentage point since December 2016,
and in May it stood at 4.3 percent, its lowest
level since late 2000 and modestly below the
median of Federal Open Market Committee
(FOMC) participants’ estimates of its longer-
run normal level.

The labor force participation rate (LFPR)—
that is, the share of adults either working or
actively looking for work—was 62.7 percent in
May and is little changed, on net, since early
2014 (figure 2). Along with other factors, the
aging of the population implies a downward
trend in participation, so the flattening out

of the LFPR during the past few years is
consistent with an overall picture of improving
labor market conditions. The employment-
to-population ratio—that is, the share of the
population that is working—was 60 percent

in May and has been increasing for the past
couple of years, reflecting the combination

of the declining unemployment rate and the
flat LFPR.

The strengthening condition of the labor
market is evident in other measures as well.
The number of people filing initial claims for
unemployment insurance has fallen to the
lowest level in decades. In addition, as reported
in the Job Openings and Labor Tumover
Survey, the rate of job openings remained

clevated in the first part of the year, while the
rate of layofls remained low; both are signs
that firms’ demand for labor is still solid. In
addition, the rate of quits stayed high, an
indication that workers are confident in their
ability Lo obtain a new job. Another measure,
the share of workers who are working part
time but would prefer to be employed full
time—which is part of the U-6 measure of
underutilization from the Bureau of Labor
Statistics—{ell noticeably further in the first
five months of 2017 (figure 3).

. .« though unemployment rates remain
elevated for some demographic groups

Although the aggregate unemployment
rate was at a 16-year low in May, there are

substantial disparities across demographic
groups (figure 4), Notably, the unemployment
rate for whites averaged 4 percent during

the first five months of the year, and the rate
fior Asians was about 3%: percent. However,
the unemployment rates for Hispanics

(5.4 percent) and African Americans

(7.8 percent) were substantially higher. The
differences in the unemployment rates across
racial and ethnic groups are long-standing,
and they also vary over the business cycle.

1. Net change in payroll emplovment
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2. Labor force participation rate and Indeed, the unemployment rates for blacks
Sxpleyea o jopolaria i and Hispanics both rose considerably more
Mestly Porcen than the rates for whites and Asians during

the Great Recession, and their subsequent

= — declines have been more rapid. On balance,
however, the differences in unemployment rates
across the groups have not narrowed relative

Lo the pre-recession period. (For additional
discussion on differences in economic
outcomes by race and ethnicily, see the box
“Does Education Determine Who Climbs the

Economic Ladder?™)
: T e e = Growth of labor compensation has been
More: The data extead thiough May 2017, Both series are a pervestage of MI"'
by s m:;":,if.‘:m‘a._.mm Indicators of hourly compensation suggest
that wage growth has remained modest.
Growth of compensation per hour in the

business sector—a broad-based measure of
wages, salaries, and benefits—has slowed in
recent quarters and was 2% percent over the
four quarters ending in 2017:Q1 (figure 5).

1. The recent data on compensation per hour reflect
a decline in wages and salanies at the end of 2016, which
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Maettly

Nore: The data exiend theough May 2017. Unemployment rate measures total ncmployed a5 2 pescetage of the lsbor force. Persoas whose edbalcity is
MﬂduHiqucslﬂwhdwuThmhlﬁl:slpmndn(“mxmhyhmmﬂhnnu

ml}qummofhm Buréau of Labor Statistics.

This measure can be quite volatile even at
annual frequencies (and a smoothed version
is shown in figure 3 for that reason). The
employment cost index—which also measures
both wages and the cost to employers of
providing benefits—also was up 2% percent in
the first quarter relative to its year-ago level,
about ' percentage point [aster than its gain
of a year carlier. Among measures limited to
wages, average hourly earnings growth—at
2V percent through May—was little changed
from a year ago, and a compensation measure
computed by the Federal Reserve Bank of
Atlanta that tracks median 12-month wage
growth of individuals reporting to the Current
Population Survey was about 3% percent in
May, also similar to its reading from a year
carlier.

might be the result of a shifting of boauses or other types
of income into 2017 in anticipation of a possible cut in
personal mcome tax rates. If that is the case, the current
estimate of compensation growth in the first quarter
might be revised up once full data become available later
this summer.

5. Measures of change i hourly compensation
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Does Education Determine Who Climbs the Economic Ladder?

The persistent gaps in economic outcomes by race
and ethnicity in the United States raise important
questions about how people ascend the economic
ladder. Education, particularly a college degree, is often
seen as a path o improved economic opportunities.
Past research has shown that human capital in the
form of education and experience can explain about
one-third of the variation in wages across individuals."
However, while education continues 1o be an important
determinant of whether one can dlimb the economic
ladder, sizable differences in economic outcomes
across race and ethnicity remain even after controlling
for educational attainment,

Data on eamnings for :wucohuﬂs of ycungaduh

allows us to better isolate the effect of education
from the influence of other variables, including
experience. Furthermore, research has shown that the
level of wages received early in an individual's career
persists over time and influences that individual's
wage trajectory for years (o come.” The figure shows
the fraction of each group that has reached the top
quartile of eamings for young adults as 2 whole. The
black dashed line at 25 percent marks the fraction of
each group that would be in this top quantile if each
group were equally represented in proportion to its
population size®

Non-Hispanic whites, for example, are
averrepresented in the top 25 percent of the eamings

workers {aged 25 to 34) apy ly a g

apart confiem both the gaps in economic outcomes
and the lack of substantial upward progress for
disadvantaged groups over the past quarter-century
(figure A}, People of this age typically have limited
years of work experience, but most have completed
their schooling. Therefore, focusing on young adults

1. Pedm Cameiro and James |. Heckman (2003), “Human
Capital Policy,” in Benjamin M. Friedman, ed., Inequalty in
Amevica: What Role for Human Capital Poficies? (Cambridge,
Mass.: MIT Press), pp. 77-239,

A Percent of workers in top quartile of eamings
among all young adults

fistribution of young adults for both cohorts, with

Just under 30 percent of the group in the lop quartile
in both the 1991-95 and 2011-15 periods. Black or
African American young adults are underrepresented
in the top quartile in both periods, at about 15 percent.
Hispanics are likewise underrepresented, and again
there has been litthe improvement over time, Asians.
stand out in terms of both high representation and
changes over time, though these meisures obscure the
very high levels of inequality within this group.*

2. Sew, for exarnple, past research that shows that the
average starfing wage faced by a cohort is comelated with
wages later on, such a5 George Baker, Michael Gibbs, and
Beng Holmstrom (1994), “The Wage Poficy of a Firm,”
Quarterly journal of Feonomics, vol. 109 (November),

Al

pp. 921-55. Funt research also shows that higher

1991 2011 (TR
-5 -15 5 -1

1991 2001
45 -5

[T T
45 15

national unemployment rmtes faced by a cohort are alsa
correlatid with lower wages later on; for instance, see Paul
Beaudry and john DiNardo (1991), “The Effect of implicit
Contracts on the Movement of Wages over the Husiness Cycle:
Evidence from Micro Data,” foumal of Pofitical Economy,

vol. 99 [August), pp. 665-86; and Lia B. Kahn (2010), “The
Long-Term Labar Market Consequences of Graduating from
College in a Bad Economy,” Labour Fconomics, val. 17 (Apeill,
pp. 303-16.

3. In other words, if 25 percent of 2 group reached the top
quartile, then that group's share of the top quartile would be
the same as its share in the full populaticn.

4, Sew, for example, Cheistian E. Weller and Jefirey
Thompson (2016}, Wealth Inequality amang Asian
Americans Greater Than among Whites, Cenler for American
Progress (Washingion: CFAR, December 203, hitpsciwww.
ame:igﬂpwgfsw@ﬁswes{rawmmm l-'IPQ‘}S}S?f

&

Wome: Diata cover the precoding calondar year. Young adults include those
aged 26 1o 34, Earmings include wages, salanies, business meome, md farm
imcome. Threshold for im0 the lop camings quartilo is based on
workers aped 25 10 34 cnly, The black dathed boe marks 25 pereess, the
fraction of cach groep that would be in the top quartile if each proup wese

Ry T F
Sounce: LS. Census Buress, Cumeet Populaion Servey, March
192-2016,

amg-M;ﬁ_ r ;
Note that it is possible for the within-group representation
m\heaopquamle to improve for all groups because the
adult ion by race and
ethnicity s Mdﬂﬂpﬂg with whites becoming a much
smaller share and all other groups being stable or increasing as
a share of the total population.
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Owerall, the representation of black and Hispanic
workess in the top eamings quartile continues to lag
in the later period. This lag in representation occurs
despite the gains in educational

C. Percent of workers with a bachelor’s degree in top

critical driver of improved incomes—that blacks and
Hispanics have achieved over time, For both blacks
and Hispanics, the share achieving a bachelor's
degree or higher has doubled over the period of study
(figure B). Howewes, even with these improvements,
the educational atainment gap between each of those
groups and whites persists, because the fraction of
whites attaining a bachelor’s degree has also increased
substantially in the past quarter-century.

Across all groups, it is true that completing a
bachelor’s degree or higher roughly doubles one’s
chances of reaching the top 25 percent of earners
(figure C). This refationship strongly comoborates the

aqartile of earnings among all young adults
e Al Porvem
= Asisn
Pacific - ®

1591 001 19 2000
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college education can indeed represent a path to
improved economic opportunities. However, even
within this group, representation i substantially
unequal, with college-educated white and Asian people
much more likely to achieve the top quartile of income
than their black or African American and Hispanic or
Latino peers.,

Here the interpretation of changes over time i
a bit more nuanced, because the overall increase
in college attainment among young adults implies
increased competition for crossing into the top quartile
of eamings. In the 1991-95 period, 35 percent of

conventional wisdom that, for many individuals, a

B. Percent of young adults with a bachelor’s degree or
higher
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ard B0 M,

Sonce: US. Conss Busems, Cumend Popelition Survey, Masch
1952-2006.

Nome: Dt cover the proced ‘year Young adulbs inchd thy
sged 25 to 34, Eamings mchude wages, salaries, business income, a6d fanm
income. Threskold for crossing imto the top camings quantile s based on
workers aged 25 1o M only,

Soece: US. Comm Buresu, Curest Populstion Servey, Mach
1952-2016.

those in the top income quartile had only a bachelor’s
degree, and an additional 14 percent had gone an to
receive a graduate degree. By the period from 2011

to 2015, these shares had risen 1o 42 percent and

24 percent, respectively, suggesting that the average
skill level needed to reach the top quartile of income
has increased between generations.

Taken together, these observations show that
educational attainment can help young adults improve
their lifetime earning potential. However, increased
levels of educational atainment across all groups have
created greater competition for positions at the top of
the economic ladder. Even among those with college
degrees, important differences remain in representation
at the top of the income distribution by race and
ethnicity. The relationship between educational
attainment and economic outcomes & complex and
heterogeneous across people, suggesting that the
specific nature of that attainment—the types of degrees
received and the specific schook attended, among
other factors—may matter much more than previously
thought*

5. See, in paticular, Raj Chetty, jobn Friedman, Emmanuel
Saez, Nichalas Tumes, and Danny Yagan (2017), “Mobility
Report Cards: The Role of Colleges in Intergenerational
Mabiliay,” paper, Equality of Activity Project {Stanoed, Cali.:
Staniord University, EOAF), www.equality-of-cpporunisgony/
papersicoll_mre_paperpdi,



72

10 PART 1: RECENT ECONOMIC AND FINANCIAL DEVELOPMENTS

6. Change in business-sector outpat per hour
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7. Change in the price index for personal consumption
expenditures

Monttly 12t percent chasge

__ Trimmsed mess

T T e

Mome: The data extend through May 2017, changes are from one year
ealier

%ml For trimmed mess, Federal Reserve Bank of Duflas; for all else,
US. Department of Commerce, Burean of Foonoss: Analyss

. . and likely resirained by slow growth
of labor productivity

These modest rates of compensation gain
likely reflect the offsetting influences of a
tightening labor market and persistently

weak productivity growth, Since 2008,

labor productivity has increased only about

1 percent per year, on average, well below the
average pace [rom 199 through 2007 and

also below the gains in the 1974-95 period
(figure 6). For most of the period since

2011, labor productivity growth has been
particularly weak, although it has turned up
in recent quarters. The longer-term softness in
productivity growth may be partly attributable
to the sharp pullback in capital investment
during the most recent recession and the
relatively modest rebound that followed. But
there may be other explanations, too, and
considerable debate remains about the reasons
for the general slowdown in productivity
growth. (For a more comprehensive discussion
of productivity, see the box “Productivity
Developments in the Advanced Fconomies.”)

Price inflation moved up but softened in
the spring and remains below 2 percent

In the early months of 2017, consumer price
inflation, as measured by the 12-month change
in the price index for personal consumption
expenditures (PCE), continued its climb from
the very low levels that prevailed in 2015 and
carly 2016 when it was held down by falling
oil and import prices. Indeed, consumer price
inflation briefly reached the FOMC's 2 percent
objective earlier this year before falling

back to 1.4 percent in May (figure 7). Core
inflation, which typically provides a better
indication than the headline measure of where
overall inflation will be in the future, also was
1.4 percent over the 12 months ending in May.
a slightly slower rate than a year carlier. As is
the case with headling inflation, the 12-month
measure of core inflation had been higher
earlier this vear, reaching 1.8 percent. Both
measures of inflation have recently been held
down by steep and likely idiosyncratic price



declines for a few specific categories, including
wireless telephone services and prescription
drugs, which do not appear to be related to
the overall trends in consumer prices. The
12-month change in the trimmed mean PCE
price index—an alternative indicator of
underlying inflation produced by the Federal
Reserve Bank of Dallas—slowed by less than
overall or core PCE price inflation over the
past several months.

Oil prices declined somewhat but remain
well above their early 2016 lows . ..

After rebounding from their early 2016 lows,
oil prices leveled off early this vear (figure &).
Since then they have declined somewhat,
despite OPEC’s decision in late May to renew
its November 2016 agreement to reduce its oil
production, thereby extending the November
production cuts through early 2018. Reflecting
lower crude oil prices as well as smaller retail
margins, seasonally adjusted retail gasoline
prices have also declined since the beginning
of the year. Nevertheless, prices of both crude
oil and retail gasoline remain above their early
2016 lows, and futures prices suggest that
market participants expect oil prices to rise
gradually in coming years.

... while prices of imporls other than
energy have been bolstered by higher

commodity prices

Throughout 2015, nonfuel import prices
declined because of appreciation of the dollar
and declines in nonfuel commodity prices
(figure 9). Nonfuel import prices stabilized last
year and have risen since then, as the dollar
stopped appreciating and supply disruptions
boosted world prices of some nonfuel
commodities, especially industrial supplies
and metals. In recent months, depreciation

of the dollar has further pushed up non-oil
import prices, which are now slightly higher
than in mid-2016.
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8. Brent spot and futures prices
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Productivity Developments in the Advanced Economies

The slow pace of LS. productivity growth has
attracted much attention of late, with vigorows debate
on whether the slowdown represents the lingering,
but temgorary, effect of the Clobal Financial Crisis
{GFC) ar marks the start of an era of prolonged lower
economic growth. This discussion reviews recent
productivity developments in the United States and the
major advanced foreign economies (AFEs| and outlines
possible causes of the slowdown.!

Over the past decade, labor productivity growth
in advanced economies has weakened markedly
(figure AJ. Labor productivity growth in the United
States has averaged only 1 percent since 2005, about
half the pace of the years 1990 to 2004." Productivity
growth has been even weaker in the AFEs, with the
United Kingdom experiencing a meager Yo percent
growth, As shown in the table, the widespread
slowdown in labor productivity growth reflects weak
capital deepening and, more importantly, very poor
performance of total factor productivity (TFP}—

a measure of how efficiently labor and capital are
combined to produce output.” TFP across the advanced

1. Emenging marke! economies have also experienced
declines in productivity growth in recent years, although
nat necessarily for the same neasons as in the advanced
econamies.

1, Here labor productivity is measured as overall gross
domestic product per hour, in contrast to the business-sector
measure shown in the main text. Productivity growth is faster
in the business sector.

3. Capital deepening refors 1o increases in the amount of
capital per worker,

A, Labor productivity growth

Accounting for labor productivity growth, 2005-2016
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economies has stagnated in the past decade against
historical average growth of about % percent.

A number of potential explanations have been put
forward for the abysmal performance of TFP. Some
authors emphasize structural factors that predate
the GFC. for example, Gordon (2012 sees recent
technological advances such as information technology
(IT) as less y th, lies general-purp
technologies like electricity and intemal combstion*
Relatedly, Fernald (2013) provides evidence that
the effects of the IT revolution—an important factor
boosting productivity since the 1990s—began to fade
in the early 2000s.* There are signs, however, that the
influence of [T & still spreading, as exemplified by
the surge in cloud-computing technalogy imvestments
in recent years, and we may not yet have reaped the
Tull benefits of this major technological innovation.
Under this more optimistic view, slow TFP growth may
reflect a temporary “productive pause” as firms spend
resources on activities such as equipment relooling,

Amvas

| R
W 2005-2016

Unbed Stwey Casads lagaa. s s

Lzt
Kzghon

reorganization of management practices, and workforce
training, After all, it ok several decades for the full
effect of electricity to materialize.*

4, Robert |, Gordon {2012, *Is U5, Economic Growth
Onvert Faltering Innovation Confronts the Six Headwinds,”
NBER Working Paper Series 16315 (Cambridge, Mass.:
National Bureau of Economic Research, August).

5. John G. Fernald (2015), *Productivity and Potential
DOutput before, during, and afier the Great Recession,” in
Jonathan A, Parker and Michael Woodiond, eds.,, NEER
Macroeconomics Annal 2014, vel. 29 (Chicago: Univessity of
Chicago Press;, pp. 1-51.

. For a description of the lengthy peocess of diffusion
of electrification, see Paul A. David {1990}, “The Dynamo

and the Computer: An Historical Perspective on the Modem

Nor: 1 ;
Bowr worked.
Sounct: The Cooferenoe Boand, Total Econonsy Database.

ic prodect per

Productivity Paradox,” Ameican Economic Review, vol. B0
May), pp. 355-61.
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Other explanations blame the weak TFP growth
on the unusual severity of the GFC. Some empirical
evidence sugaests that the “Schumpeterian® process
in which workers move oward higher-productivity
firms—a key source of productivity growth following
previous recessions—has been greatly impaired since
the GFC.” In addition, measures of innovation such
as research and development (R&D) spending fell
sharply during the GFC, as shown in figure B, partly
in respanse to tight financial conditions and weak
demand. Declines in R&D tend to induce gradual and
persistent declines in TP, suggesting that the recent
low TEP growth may in part be traced to GFC-induced
weakness in R&D." In this view, the recent pickup in
R&D spending could anticipate some normalization
in productivity growth. Finally, the slowdown in TFP
growth may also be related to the slowdown of global
trade in the wake of the GFC. Conventional rade
theories sugpest that greater trade integration should
bring productivity gains by facilitating the diffusion
of new technologies and by allowing countries to
specialize in the production of goods for which they
have a comparative advantage. After decades of steady
increases, however, trade integration appears o have
plateaued in recent years (figure C).

I sum, it is difficult to ascertain whether the
recent subdued performance of labor productivity
represenits a new normal. Some of the GFC-related
factors restraining productivity growth may eventually
fade, leading 1o a rise in productivity growth from its
anenic post-GFC pace. However, to the extent that
longer-run factors—such as the waning effects of the
IT revolution—are at work, productivity growth in the
future may be noticeably below historical averages.
Sustained low rates of productivity growth would
greatly restrain the improvement of living standards,
In addition, they would put downward pressure on the

7. See Lucia Foster, Cheryl Grim, and John Halnwaﬂga
(2016}, “Reallocation in the Great
Nui‘}aumdal’ubur Feonomics, vol. 34 (81, hnuam,
pp. 5293-5331, For an analysis of the role of sectoral labor
misaflocaticn in accounting for the productivity slowdown in
the Linited Kingdom, see Christina Patterson, Aysegidl Sahin,
Giorgia Topa, and Giovanni L, Violante (2016, “Working Hard
in the Wrong Place: A Mismatch-Based Explanation to the
VLK. Productivity Puzzle,” Furpean Economic Review, vol. 84
(May), pp. 42-56.

8. See Patrick Moran and Albert Queralto (2017),
“Inrevation and the Productivity E‘imhshmlmm

lang-run neutral interest rate, making the policy rate
mare likely 1o reach its effective lower bound and thus
constraining the ability of monetary policy to provide
econamic stimulus, even in the presence of shallow
FEOCSSIONS,

B. Change in private real research and development
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10, Median inflation expectations
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1L 5-to-10-

Survey-based measures of inflation
expectations are little changed

this year.. ..

Expectations of inflation likely influence
actual inflation by affecting wage- and price-
setting decisions, Survey-based measures of
inflation expectations at medium- and longer-
term horizons have remained relatively stable
so far in 2017, In the second-quarter Survey
of Professional Forecasters conducted by
the Federal Reserve Bank of Philadelphia,
the median expectation for the annual rate
of increase in the PCE price index over the
next 10 years was 2.1 percent, the same

as in the first quarter and little changed
from the readings during 2016 (figure 10).

In the University of Michigan Surveys of
Consumers, the median value for inflation
expectations over the next 5 to 10 years—
which has been drifting downward for the past
few years—has held about flat at a low level
since late last year.

. . . while market-based measures
of inflation compensation fell back
somewhat

Inflation expectations can also be gauged

by markel-based measures of inflation
compensation, though the inference is

not straightforward because inflation
compensation can be importantly affected
by changes in premiums associated with

risk and liquidity. Measures of longer-term
inflation compensation—derived cither from
differences between yields on nominal Treasury
securities and those on comparable Treasury
Inflation-Protected Securities (TIPS) or from
inflation swaps—have fallen back somewhat
this year after having moved up in late 2016
(figure 11).* The TIPS-based measure of

2. Inflation compensation implied by the TIPS
breakeven inflation rate is based on the difference, at
bk ities, between vields on nominal

00 010 W3 w5 a0

MNome: The data are weekly averages of duly data and extend through
Jene: 30, 2017, TIPS is Treasery Inflation-Protectod Secunities.

Sooncy: Federal Reserve Bank of New York; Barclays; Foderal Reserve
Bosard stadl estimates.

Treasury securities and yields on TIPS, which are indexed
to the headline consumer price index {CP1). Inflation
swaps are contracts in which one party makes payments
of certain fixed nominal amounts in exchange for cash
flows that are indexed to cumulative CPl inflation over
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§-to-10-year-forward inflation compensation

is now 1% percent, and the analogous measure
of inflation swaps is now about 2 percent. Both
measures are well below the 2% to 3 percent
range that persisted for most of the 10 years
before 2014

Real gross domestic product growth
slowed in the first quarter, but spending
by households and businesses appears to
have picked up in recent months

After having moved up at an annual rate of
2% percent in the second half’ of 2016, real
gross domestic product (GDP) is reported to
have increased about 1% percent in the first
quarter of this year (figure 12).” The step-down
in first-quarter growth was largely attributable
Lo soft inventory investment and a lull in the
growth of consumer spending; in contrast, net
exports increased a bit, residential investment
grew robustly, and spending by businesses
surged. Indeed, busingss investment was
strong enough that overall private domestic
final purchases—that is, final purchases by
U.S. houscholds and businesses, which tend to
carry more signal for future GDP growth than
most other components of overall spending—
moved up at an annual rate of about 3 percent
in the first quarter. For more recent months,
indicators of spending by consumers and
businesses have been strong and suggest that
growth of economic activity rebounded in the
second quarter; thus, overall activity appears
to have expanded moderately, on average, over
the first half of the year.

some horizon. Focusing on inflation compensation 5 to
10 years ahead is useful, particularly for monetary policy,
‘because such forward measures encompass market
participants’ views about where inflation will settle in the
long term after developments influencing inflation in the
short term have run their course.

3, Real gross domestic income (GDI), which 1s
conceptually the same as GDP but is constructed from
different source data, had been rising at roughly the same
rate as real GDP for most of 2016, However, real GDI
was held down by the very weak reading for personal
income in the fourth quarter of last year, which may
prove 10 have been transitory.
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12, Change in real gross domestic product and gross
domestic income
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13, Change m real personal consumption expenditures
and disposable personal income
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15, Nominal house prices and price-rent ratio
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The economic expansion continues (o be
supported by accommodative financial
conditions, including the low cost of
borrowing and easy access to credit for many
households and businesses, continuing job
gains, rising household wealth, and favorable
consumer and business sentiment.

Gains in income and wealth continue to
support consumer spending . . .

After increasing strongly in the second hall of
2016, consumer spending in the first quarter
of this year was lepid. Unseasonably warm
weather depressed spending on energy services,
and purchases of motor vehicles slowed from
an unusually high pace late last year. However,
household spending seems to have picked up
in more recent months, as purchases of energy
services returned to seasonal norms and retail
sales firmed. Al told, consumer spending
increased at an annual rate of 2 percent

over the first five months of this year, only

a bit slower than in the past couple of years
(figure 13).

Beyond spending, other indicators of
consumers’ economic well-being have

been strong in the aggregate. The ongoing
improvement in the labor market has
supported further gains in real disposable
personal income (DPI), a measure of income
after accounting for taxes and adjusting for
inflation. Real DPI increased at a solid annual
rate of 3 percent over the first five months of
this year.

Gains in the stock market and in house prices
over the first hall of the year have boosted
household net wealth. Broad measures of U.S.
equity prices have continued to increase in
recent months after moving up considerably
late last year and in the first quarter. House
prices have also continued to climb, adding

to the balance sheet strength of homeowners
(figure 14). Indeed, nominal house price
indexes are close to their peaks of the mid-
2000s. However, while the ratio of house prices
to rents has edged higher, it remains well below
its previous peak (figure 15). As a result of the



increases in home and equity prices, aggregate
houschold net worth has risen appreciably. In
fact, at the end of the first quarter of 2017,
household net worth was more than six times
the value of disposable income, the highest-
ever reading for that ratio (figure 16).

Consumer spending has also been supported
by low burdens from debt service payments.
The household debt service burden—the ratio
of required principal and interest payments
on outstanding household debt to disposable
income, measured for the household sector
as a whole—has remained at a very low level
by historical standards. As inlerest rates rise,
the debt burden will move up only gradually,
as most household debt is in fixed-interest
products.

.+ as does credit availability

Consumer credit has continued to expand

this year but more moderately than in

2016 (figure 17). Financing conditions are
generally favorable, with auto and student
loans remaining widely available and
outstanding balances continuing to expand

at a robust, albeit somewhat reduced, pace.
Even though delinquency rates on most types
of consumer debit have remained low by
historical standards, credit card and auto loan
delinquencies among subprime borrowers have
drifted up some. Possibly in response Lo this
deteriorating credit performance, banks have
tightened standards for credit cards and auto
lending. Mortgage credit has remained readily
available for households with solid credit
profiles, but it was still difficult to access for
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households with low credit scores or harder-to-

document incomes.

Consumer confidence is strong

Consumers have remained oplimistic about
their financial situation, As measured by the
Michigan survey, consumer sentiment was
solid through most of 2016, likely reflecting
rising income and job gains. Sentiment moved
up appreciably after the presidential election
last November and has remained at a high
level so far this year (figure 18). Furthermore,
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19. New and existing home sales.
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the share of households expecting real income
to rise over the next year or two has gone up
markedly in the past few months and is now in
ling with its pre-recession level.

Activity in the housing sector has
improved modestly

Several indicators of housing activity have
continued to strengthen gradually this year.
Sales of existing homes have gained, on net,
while house prices have continued to rise

and mortgage rates have remained low, even
though they are up from last year (figures 19
and 20). In addition, single-family housing
starts registered a slight increase, on average,
in the first five months of the year. although
multifamily housing starts have slipped
(figure 21). Despite the modest increase in
construction activity, the months’ supply of
homes for sale has remained near the low
levels seen in 2016, and the aggregate vacancy
rate has fallen back to levels observed in the
mid-2000s. Lean inventories are likely to
support further gains in homebuilding activity
going forward,

Business investment has turned up after a
period of weakness , . .

Led by a surge in spending on drilling and
mining structures, real outlays for business
investment—that is, private idential
fixed investment—rose robustly at the
beginning of the year after having been about
flat for 2016 as a whole (figure 22), The sharp
gains in drilling and mining in the first quarter
mark a tumaround for the sector; energy-
sector investment had declined noticeably
following the drop in oil prices that began

in mid-2014 and ran through carly 2016,
More recently, rapid increases in the number
of drilling rigs in operation suggest that
investment in this area remained strong in the
second quarter of this year.

Moreover, business spending on equipment
and intangibles (such as research and
development) advanced solidly at the
beginning of the year after having been



roughly flat in 2016. Furthermore, indicators
of business spending are generally upbeat:
Orders and shipments of capital goods have
posted net gains in recent months, and indexes
of business sentiment and activity remain
elevated after having improved significantly
late last year.

. ... while corporate financing conditions
have remained accommodative

Aggregate flows of credit to large nonfinancial
firms have remained solid, supported in part
by continued low interest rates (figure 23).

The gross issuance of corporate bonds was
robust during the first half of 2017, and yields
on both speculative- and investment-grade
corporate bonds remained low by historical
standards (figure 24). Gross equily issuance by
nonfinancial firms stayed solid, on average, as
seasoned equity offerings continued at a robust
pace and the pace of initial public offerings
picked up from the low levels seen in 2016.

Despite the pickup in business investment,
demand for business loans was subdued

carly this year, and outstanding commercial
and industrial (C&I) loans on banks’ books
contracted in the first quarter. In the April
Senior Loan Officer Opinion Survey on Bank
Lending Practices (SLOOS), banks reported a
broad-based decling in demand for C&I loans
during the first quarter of 2017 even as lending
standards on such loans were reported to be
basically unchanged.’ Banks also reported
weaker demand for commercial real estate
loans as well as a continued tightening of
standards on such loans. However, lending

to large nonfinancial firms appeared to be
strengthening somewhat during the second
quarter. Meanwhile, measures of small
business credit demand remained weak amid
stable supply.

4. The SLOOS is available on the Boards website at
| fataflons/dons him

hitps:iwwe fed

Ve

81

MONETARY POLICY REPORT: JutY 2017 19

22, Change in real private nonresidential fixed imvestment

|
206 2017
Socwce: Department of Commerce, Buess of Eoonomic Analysis.

| | | | |
o L 1 I e 1 1+

23, Selected components of net debt financing for
nonfinancial businesses

Bilicns of dulls, sty ke
W Commercial paper
— W Beods —
W sk oans
= = Sum Q —a
- 4
- -

W9 W 3 WE T

Souvnce: Federal Reterve Boand Sutstcal Relewse 70, “Finmeial
Accounts of the United States.™

4. Corporate bond yiekds, by securities rating

oy [——
=)
- — s
- ) =
- ; n
- | — 12
- High-yiekd — 1
IR iy
— %
= e —
Droukie-A 24
2
L]
| 0 {0 TS A O T O A |
[ T

Kore: The yiehds shown are yields on |0-year bonds.
Source: BofA Merill Lynch (Hiobal Research, used with pemission.



82

20 PART 1: RECENT ECONOMIC AND FINANCIAL DEVELOPMENTS

23, Change in real imports and exports of goods

and services
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| briskly and broadly following
moderate growth in the second hall of Jast
year that was driven by a surge in agricultural
exports (figure 25). At the same time, real
import growth declined somewhat from its
strong pace in the second hall of last year. As
a result, real net exports contributed slightly
to U.S. real GDP growth in the first quarter.
Available trade data through May suggest that
the growth of real exports slowed to a modest
pace in the second quarter. Nevertheless, the
average pace of export growth appears to have
stepped up in the first half of 2017 compared
with last year, partly reflecting stronger growth
abroad and a diminishing drag from earlier
dollar appreciation, All told, the available
data for the first half of this year suggest that
net exports added a touch to US, real GDP
growth and that the nominal trade deficit
widened slightly relative to GDP (figure 26).

Federal fiscal policy had a roughly neutral
effect on economic growth . . .

Federal purchases moved sideways in 2016,
and policy actions had little effect on federal
taxes or transfers (figure 27), Under currently
enacted legislation, federal fiscal policy will
likely again have a roughly neutral influence on
the growth in real GDP this year.

After narrowing significantly for several
years, the federal unified deficit has widened
from about 2% percent of GDP in fiscal
year 2015 to 3% percent currently. Although
expenditures as a share of GDP have been
relatively stable over this period at a little
under 21 percent, receipts moved lower in 2016
and have edged down lurther so far this year
to roughly 17Y percent of GDP (figure 28).
The ratio of lederal debt held by the public
to nominal GDP is quite elevated relative

1o historical norms, Nevertheless, the deficit
remains small enough to roughly stabilize
this ratio in the neighborhood of 75 percent
(figure 29).
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... and the fiscal position of most state
and local governments is stable

The fiscal position of most state and local
governments is stable, although there is a range
of experiences across these governments. Many
state governments are experiencing lackluster
revenue growth, as income tax collections have
been only edging up, on average, in recent
quarters. In contrast, house price gains have
continued to push up property tax revenues at
the local level. Employment growth in the state
and local government sector has been anemic
so far this year following a pace of hiring in
2016 that was the strongest since 2008. Outlays
for construction by these govemments have
been declining (figure 30).

Financial Developments

The expected path for the federal funds
rate flattened

The path for the expected federal funds rate
implied by market quotes on interest rate
derivatives has flattened, on net, since the
end of December, moving higher for 2017
but slightly lower further out (figure 31).
The expected policy path moved up at the
beginning of the year, reportedly reflecting
investor perceptions that expansionary fiscal
policy would likely be forthcoming over the
near term, but subsequently fell amid some
waning of these expectations as well as FOMC
communications that were interpreted as
signaling a somewhat slower pace of policy
rate increases than had been anticipated.

Survey-based measures of the expected path
of policy also moved up for 2017. Most

of the respondents to the Federal Reserve
Bank of New York’s Survey of Primary
Dealers and Survey of Market Participants—
which were conducted just before the June
FOMC meeting—projected an additional

25 basis point increase in the FOMC's target
range for the federal funds rate, relative to
what they projected in surveys conducted
before the December FOMC meeting,

as the most likely outcome for this year.
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30, State and local employment and stractures investment
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32 Yields on nominal Treasury securitics

Expectations for the number of rate hikes in
2018 were about unchanged. Market-based
measures of uncertainty about the policy

rale approximately one to two vears ahead
decreased slightly, on balance, from their year-
end levels,

Longer-term nominal Treasury yields
remain low

Alffer rising significantly during the second
half of 2016, vields on medium- and longer-
term nominal Treasury securities have
decreased 5 to 25 basis points, on net, so far
in 2017 (figure 32). The decrease in longer-
term nominal yields since the beginning of
the year largely reflects declines in inflation
compensation due in part to soft incoming
data on inflation, with real yields little
changed on net. Consistent with the changes
in Treasury yields, yields on 30-year agency
mortgage-backed securities (MBS}—an
important determinant of mortgage interest
rates—decreased slightly over the first hall of
the year (figure 33), Treasury and MBS yiclds
picked up somewhat in late June, driven in part
by increases in government yields overseas.
However, yields remain quite low by historical
standards.

Broad equity price indexes increased
further . ..

Broad U.S. equity mdexes continued to
increase during the period (figure 34). Equity
prices were reportedly supported by lower
interest rates and increased optimism that
porate eamings will continue to strengthen
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this year. Stock prices of companies in the
technology sector increased notably on net.
After rising significantly toward the end of
last vear, stock prices of banks performed
about in line with the broader market during
the first half of 2017, The implied volatility
of the S&P 500 index one month ahead—the
VIX—decreased, on net, ending the period
close to the bottom of its historical range. (For
a discussion of financial stability issues, see
the box “Developments Related to Financial
Stability.”)



.. . and risk spreads on corporate bonds
decreased

Bond spreads for investment- and speculative-
grade firms decreased, and spreads for
speculative-grade firms now stand near the
bottom of their historical ranges.

Treasury and mortgage securilies markets
have functioned well

Available indicators of Treasury market
functioning remained stable over the

first hall of 2017. A variety of liquidity
metrics—including bid-ask spreads, bid
sizes, and estimates of transaction costs—
cither improved or remained unchanged
over the period, displaying no notable signs
of liquidity pressures, The agency MBS
market also continued to function well, (For
a detailed discussion of corporate bond
market functioning, see the box *Recent
Developments in Corporate Bond Market
Liquidity.”)

Money market rates have moved up in
line with increases in the FOMC's target
range

Conditions in domestic short-term funding
markets have remained stable so far in 2017.
Yields on a broad set of money market
instruments moved higher in response to the
FOMC's policy actions in March and June.
The effective federal funds rate generally
traded near the middle of’ the target range
and was closely tracked by the overnight
Eurodollar rate. The spread between the
three-month LIBOR (London interbank
offered rate) and the OIS (overnight index
swap) rate has returned to historical norms
over the first half of 2017, declining from the
elevated levels that prevailed at the end of
last year around the implementation of the
Securities and Exchange Commission money
market fund reform,
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Developments Related to Financial Stability

Vulnerabilities in the .S, financial system remain A Selected finding for large banks

moderate on balance. Capital and liquidity ratios at
most large LS. banks continue to be at historical
highs, and refiance on short-term wholesale funding at
these institutions has continued to decline. Valuation
presstires across a range of assets and several indicators
of investor risk appetite have increased further since
mid-February, but apparent high risk appetite in

asset markets has not led 1o increased borrowing in
the nonfinancial sector. Debt awed by nonfinancial
comporations remains elevated, although it has been flat
or falling in the past two years. Household debt as a
share of gross domestic product has remained subdued,
and new borrowing has been driven primarily by
households with strang credit histories,

The strong capital position of the financial sector
has contributed to the improved resilience of the U.S.
financial system. Regulatory capital ratios at most bank
halding companies have continued o be historically

1 L
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difevet sshsets of Comprebensive Capitl Asalysis and Review basks

high, mainly as a result of the higher regulatory capital
requirements, Al the same time, measures of bank
profitability have increased madestly on a year-on-year

Sousct: U5, Seouritics and Exchange Commission, Form N-MFP,
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via the Office of Fiancial Reseorch; Federal Finaosial Institions
Exminations Counil, Call Repont Form FFIEC 031, “Consolidated Reports
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basis. Regulatory capital ratios at i comg
are also high by historical standards.

Vulnerabilities stemming from maturity and liquidity
transformation in the financial sector remain low.
High-quality liquid asset holdings at all large domestic
bank holding companies are above regulatory liquidity
coverage ralio requirements. Moreover, banks have
continued to replace short-term wholesale funding,
such as commercial paper held by money market
mutual funds (also referred to as money market funds,
or MMFs), with relatively more stablle core deposits,
The use of Federal Home Loan Bank (FHLE) advances
a5 2 source of funding for the banks, which had
increased notably through 2016, has fallen slightly in
the first quarter of 2017 {figure: Al The MMF reforms,
designed by the Securities and Exchange Commission
and fully implemented in October 2016, have led o a
shifl of about $1.2 willion in assets from prime funds—
which can hold a range of risky instruments, inclding
commercial paper issued by banks—to g

opaque and fragile ahemative vehidles. Thus, continued
ing of this sector is img The FHLEs have

increased their ksuance of shon-maturity liabilities,
mainly to govenment funds. However, the FHLBs
have not reduced the maturity of their own assets,
which increases their liquidity mismatch and potential
wulnerability to funding strains. This mismatch has
also been highlighted by the Federal Housing Finance
Agency, which continues 1o evaluate ways o formalize
ils supervisory expectations regarding the appropriate
amount of short-lerm funding of long-term assets by
the FHLBs."

Valuation pressures have increaserd further across a
range of assets, including Treasury securities, equities,
corporate bands, and commercial real estate (CRE).

funds, which can hold only assets collateralized by
Treasury and agency securities. This shift has reduced
the risk of runs on MMFs. However, run risk could
increase if investors shift out of MMFs into more

1. Ses Melvin L Watt (2017), “Prepared Remarks,” speech
delivered at the 2017 Federal Home Loan Bank Directors”
Conderence, Wash May 23, hitps:f fhfa.pov!

B
MediaPublicAfaingP A-Rerarks-of -Makvin-L-

repar
Watt-Director-of-F HIA?THLHJ&-DimWWJﬁn.
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Term premiums on Treasury securities continue to bein  long-term upward trend, The debt-to-income ratio of
the lower part of their historical distribution. A sudden  households has changed little over the past few years
fise in term premiums to more nomial levels poses a and remains at a relatively low level, Moreover, new
downside risk to long-maturity Treasury prices, which  borrowing Is concentrated among borrowers with high
could in tum affect the prices of other assets. Forward  credit scores. In contrast, the leverage of nonfinancial
edquity prive-to-eamings ratios rose a bit further and are  corporations continues to be notably elevated. New
now at their highest levels since the early 2000s, while  borrowing is concentrated among firms with stronger
a measure of the risk premium embedded in high- balance sheets, and the total ousstanding amotnt of
yield corporate bond spreads declined a touch from speculative-grade bonds and leveraged loans edged
an already low level, implying high asset valuations down, especially in the oll sector,

in this market as well. Prices of CRE have continued As part of its effort to reduce regulatory burden
0 achance at a rapid clip amid slowing rent growth while promoting the financial stability of the United
and rising interest rates, though there are signs of States, the Federal Reserve Board has taken two key

tightening credit conditions in CRE markets. In contrast, ~ steps since mid-February. First, member agencies of
farmland prices have declined, albeit more slowly than  the Federal Financial Institutions Examination Council,
prevailing rents, implying that farmland price-to-rent including the Board, issued a joint report to the

ratios have continued to move up to very high levels. In - Congress under the Economic Growth and Regulatory
derivatives markets, investor compensation for bearing  Paperwork Reduction Act of 1996 detailing their review
near-erm volatility risk has remained low, suggesting a of regulations affecting smaller financial institutions,
sustained investor risk appetite. such as community banks, and describing burden-

The ratio of private nonfinancial (household and reducing actions the agencies plan to take.’ Second, the
nonfinancial business) debt to gross domestic product,  Board and the Federal Deposit Insurance Corporation
shown in figure B, remains below the estimates of its jointly announced the completion of their evaluation
of the 2015 resolution plans of 16 domestic banks
and separately issued resolution plan guidance to
4 foreign banks.* The agencies identified shortcomings
in one domestic fim’s resolution plan, which must
be satisfactorily addressed in the firm's 2017 plan

B. Private nonfinancial sector credit-to-GDP ratio

Ko "y Decenber 31. For oreign banking organizations,
5 resolution plans are focused on their LS. operations,
i T and guidance issued to these organizations reflects the
= A\ . ﬁignifmnt restructuring they hwe undertaken to form
ye L. intermediary holding companies.
= g — 14
- ~ \_',_J/ 12
- __//l — 1w 2. Ser Board of Govermors of the Federal Reserve System
" {2017), “Banking Agencies lssue Joint Repart to Congress
- — 5 under the Economic Growth and Regulatory Paperwork
Reeduction Act of 1996," press release, March 21, 3
(801 NEINEN] FAVRUUUNSE TUNEN1 (NUUAEEATI feral i pressreboasesbereg 01703212,
191 1965 1989 1995 1997 2000 2005 2009 2013 2017 i,
o g g o = 3. See Board of Govemors of the Federal Reserve System
e Nationa] Brpess of Economsic Research {2017}, “Agencies Complete Resolution Plan Evaluation of 16

Sounrs: Federl Reserve Board, Susisicol Releass 21, “Financial  Domestic Firms; Provide Resoligion Plan Guidance to Four
Accounts of the United Sttes”, Departmest of Commerce, Burean of  Foreign Banking Organizations,” press release, March 24,
Ecosomic Anslysis, maticeal iscome: aed product accousts (NIPA), Table it fedarals |
L% s Pcdug; Bous . bereg201 703243 him.
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Recent Developments in Corporate Bond Market Liquidity

Market liuidity refers to the extent to which
investors can rapidly execute sizable securities
transactions at a low cost and with a limited price
effect, A high degree of market liquidity facilitates
informationally efficient market pricing and kowers the
returns required by investors (o hold financial assets;
it therefore decreases the cost of valuable economic
projects and so contributes to the efficient allocation of
capital. Moreover, liquidity conditions that are resilient
in the face of economic and financial shocks reduce
the risk of excess volatility and fire sale losses, thus
helping mitigate systemic risk.

Financial institutions that serve as “market makers,”
by posting prices and standing ready to buy or sell,
are critical to healthy liquidity in the markets for
certain assels, including comporate bonds, A series of
changes, including regulatory reforms, since the Global
Financial Crisis have likely altered financial institutions
incentives to provide liquidity, raising concerns about
decreased liquidity in these markets, especially during
periods of market stress. However, the available
evidence does not point to any il impai

years, In addition, financial markets have generally
performed well during recent episodes of financial
stress.’ Even in irstances in which liquidity conditions
in certain markets appear to have deteriorated, the
effects have been mild and suggest limited economic
consequences. In the remainder of this discussion, we
ilhstrate these points with emphiasis on the market for
corporate bonds,

In recent years, market participants have been
particularly concemed with liquidity conditions in
the corporate bond market because the securities are
traded less frequently, and the liquidity provision has
relied more heavily on dealer intermediation, than in
many other markets. However, a range of conventional
metrics of liquidity indicate that liquidity strains in
comporate bond markets have been minimal, Figure A

1. For a discussion of the behavior of bond prices during
recent flash events fthat is, extremely rapid and lasge price
miwes during very shart periods), see Jerome H. Powell
{2015, *Structure and Liguidity in Treasury Markets,”
spoech delivered at the Brockings Institgion, Washington,

in liquidity in major financial markets in recent

il

August 3, hitp:
powell20150803a.him.

A Mean bid-ask spread and masket effect for corparate bands
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shows that the estimated mean effective bid-ask spread
for LS, corporate bonds has remained low in recent
years. Before the financial crisis, bid-ask sprears
averaged about 1 percent of the price of the bond,
This measure of trading costs skyrocketed during the
financial crisis but has returned to the range seen
before the crisis, Measures of the efiect of trades on
prices follow a similar pattern and have been fairly
stable in recent years.” In addition, other measures
related 1o factors associated with market liquidity,
such as trends in average rade size and wmover, also
suggest market liquidity conditions are benign.’

That said, some recent work suggests that these
traditional measures of transaction costs might
exaggerate the degree of liquidity in part because
dealers have increasingly shified from acting as
principals to acting as agents to reduce their risk

2. See Yakow Amitud (2002}, “Iliquidity and Stock Retums:
Cross-Section and Time-Series Eifects,” foumnal of financial
Markets, vol. 5 (January), pp. 31-56. The Amihaid price effect
measure is defined as the ratio of the percentage change in
price (i absolute value) and the daily trading volume.

3. For detailed definitions of trade size and tumover in the
content of ¢ bone markets, see Francesco Trebbi and
Kairong Xiao (2015), “Regulation and Market Liquidity” NEER
Working Paper Series 21719 {Cambridge, Mass.: National
Bureay of Economic Research, &

B. Broker-dealer holdings of corparate and foreign bonds

exposure, resulting in tighter bid-ask spreads. Indeed,
marty market participants have expressed a concem
that declines in dealer inventories may reflect in part a
reduced willingness or capacity of the primary dealers
to make markets, which may in tum lead to lower
liquidity.

Figure B shows that primary dealers’ inventories
of corporate bonds (including foreign bonds issued
in the United States), which are predominantly used
for market making, indeed began 1o decline sharply
following the Bear Steams collapse in March 2006
and fell further ater Lehman Brothess failed in
October 2008. Such a sharp decline in dealer
inventories may be the result of dealers’ actions on
their own, reflecting changes in risk preferences in
reaction to the financial crisis. In addition, changing

fcontinued on next page)

4. Sew Jaswon Chol and Yesol Huh (2016}, *Customer

Liquidiey Provision: Implicatiors for Comorate Bond
Transaction Costs,” unpublished paper, July {revised
fanuary 207), hips:isites. google.conysitefyesalhuh
Chai_Huh_C1 Ppelf. The authors suggest that transactions in
which dealers act simply as beokers (that is, agents), rather
than as intermediaries that hold assets on their balance shects
principals), could reflect price concessions that dealers make
o entice counterparties into the other side of a trade so that
the dealers will not need to hold the traded assets.

Qumterly
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Sounce: Federal Reserve Boand, Statistical Release .1, “Financial Accousts of the Usited States,™ 1130 Secunity Brokers and Dealers, Jume 8, 2017,
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Recent Developments in Corporate Bond Market Liquidity (coninued:

regulations—stch as the Volcker ule and the
supplementary keverage ratio, which aimed to make
the financial system safer and sounder—and changes
in technobogy may have contributed to the continued
trend of lower dealer inventories.”

The factors affecting a dealer’s willingness o
capacity to facilitate trading may also affect other
activities such as arbitrage trading, which equates
prices for financing amangements with economically
similar risks. Therefore, impediments in arbitrage may
alsa indicate market illiquidity. One widely studied
no-arbitrage relationship is the so-called CDS-bond
basis, the difference between bonds’ credit default
swaj (CDS) spreads and bond-implied credit spreads.*
Figure: C shows that the CDS-bond basis for comp

C. CDS (credit defaul swap)-bord basis

e 5

bands was close 1o zer before the crisis, widened
dramatically during the crisis (indicating a significant
unrealized arbitrage opportunity], and has retumed to
a level closer to, but still below, zero in recent years.
More recently, the CDS-bond basis has narrowed
further,

Onverall, the degree to which dealer balance sheat
comstraints affect comporate bond market liquidity
depends nol only on dealers” capacity and willingness
1o provide fiquidity, but also on the extent to which
nonbank financial ingitutions such as hedge funds,
mulusal funds, and insurance companies fill any
lost market-making capacity. Other factors such as
changes in technology, risk preferences, and investor
composition also interact Lo shape the trading

5. 8o Tobias Adrian, Nina Boyarchenko, and Or Shachar
{forthenming), “Dealer Balance Sheets and Band Liuidity
Provision,” joumnal of Monetary fconomics, They find that
dealers subject 1o stricter regulations after the cngis are
less abile to intermediate customer trades in the coporate
Bond market. Also see Jack Bao, Maureen (Hara, and
Alex Zhou (2016}, “The Volcker Rube and Market-Making in
Times of Stress,” Finance and Economics Discussion Senes
2016-102 (Washington: Board of Cmemmsu{ﬂve Fedenl
Reserve System, December), hatp

datalfods/20) : M!hal
recenily downgraded bonds trade with 2 hugher price effect
after the insraduction of the Volcker rule, although Anderson
and Stulz find no such effects, See Mike Anderson and René
M. Stulz (2017}, “ls Posl-Crisis Bond Liquidity Lower!® NBER
Working Paper Senies 23317 (Cambridge, Mass.: National
Bureau of Econcaic Research, Apsil).

6. For a mare detailed discussion of the CDS-bond basis,
see Nina Boyarchenko, Pooja Gupta, Nick Steele, and
facryueline Yen (2016, “Trends in Credlit Market Arbitrage,
Stafl 784 (New York: Federal Reserve Bank of New
Yoek, July; revised july 2016), hpsa\Mww.nvaged.mgf

W06 N8 010 W12 M4 Wi

Nore: Daia exiend toogh Decesber 30, 2016 The Egure plots the
115-bond hasis for mvestment-grade asd Wmmmw
bass is Gom JP, Morpe and i compatel for imvestment-grade and
legheyield comorte boeds a5 the aversge difference between cach bond's
masket CDS spread (mierpelatod o the bond maturity) and the deceetical
DS spread implied by the boad yied See Boyarchenko and others (2016) in
Toomote & for details.

Sounre: JP. Morgan, CDS Data. (For sddificnsl imfoematin about the
it from | P, Morgae, sce the wote on e Couterts page.)

emvironment.” There are indications that market
structure has changed in recent years, and trades in
certain situations and market segments might have been
more costly at times. But markets have also adjusted,
and some measures of disbocation have lessened with
these adjustments. In summary, liquidity conditions
have been quite good overall since the Global Financial
Crisis. The sharp deterioration of market liquidity
during 2007 and 2008 illustrates clearly that the most
significant risk has been distress at financial institutions.
Any modest potential effects of regulation on liquidity
should be balanced with the gains 1o resilience at large
financial i associated with regulati

7. See Damell Duifie (2012}, *Markes Making under the
Propased Volcker Rule,” Working Paper 3118 (Stanford,
Calif.: Stanfoed Grachsate Schaol nf Business, January),
mulable a hitpsaih

.’d,; )

lulr He argues that Ihemgalm affectthe Volcker nike may
have on market liquidity in the short run may disappear in

the kang run as nanbanks step in to provide liquidity, See

alsy Hendrik Bessembinder, Stacey E, Jacobsen, William

F. Maxwell, and Kumar Venkataraman (2016}, “Capital
Commitment and llliquidity in Corporate Bonds,” unpublished
paper, March, | bt itk L) TSMC/
Bul{Mame!IPq)enupmeﬂu)ﬂms.deme authors find that
bank dealers are boss willing 1o provide liguidity now than in
the recent past, while nonbank dealers are now mare willing.

Ll
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Bank credit continued to expand, though
at a slower pace than in 2016, and bank
profitability improved

Aggregate credit provided by commercial
banks continued to increase through the

first quarter of 2017, though at a slower
pace than in 2016, leaving the ratio of total
commercial bank credit to nominal GDP
slightly lower (figure 35), The expansion of
core loans slowed during 2017, consistent
with banks’ reports in the April SLOOS of
weakened demand for most loan categories
and tighter lending standards for commercial
real estate loans. However, the growth of core

MONETARY POLICY REPORT: Juty 2017 29

35. Ratio of total 1al bank credit to nominal gross
domestic product
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loans appeared to be picking up 1
during the second quarter. Measures of bank
profitability have continued to improve so far
this year but remained below their historical
averages (figure 36).

Credit conditions in municipal bond
markels have generally been stable
Credit conditions in municipal bond markets
have generally remained stable since year-end.
Ower that period, vield spreads on 20-year
general obligation municipal bonds over
comparable-maturity Treasury securities were
little changed on balance. Puerto Rico filed to
enter a court-supervised process 1o restructure
its debt after it failed to reach an agreement
with bondholders, and several credit rating
agencies downgraded the bond ratings of the
state of Minois. However, these events have
had no noticeable effect on broader municipal
bond markets,

International Developments

Foreign financial market conditions eased

Financial market conditions in both the
advanced foreign economies (AFEs) and the
emerging market economics (EMEs) have
generally eased since January. Better-than-
expected data releases, robust corporate
carnings, and the passage of risk cvents—
such as national elections in some European
countries—boosted investor confidence. Broad

Souncxc Fodemal Reserve Boand, Sttistical Release HLS, “Assets and
Lishilities of Comsercial Banks & the United Staes”™ Depantment of
Commerce, Burea of Feonomic Asalysis
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37, Eaquity indexes for selected foreign economics
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equity indexes in advanced and emerging
foreign economies rose [urther (figure 37).

In addition, spreads of emerging market
sovereign bonds over U.S, Treasury securilics
narrowed, and capital flows into emerging
market mutual funds picked up (figure 38).
Government bond yields in the AFEs generally
remained very low, partly reflecting investor
expectations that substantial monetary

policy accommodation would be required

for some time (figure 39). In the United
Kingdom, softer macroeconomic data and
uncertainty about future policies and growth
as the country begins the process of exiting
the European Union also weighed on vields.
However, AFE government bond yields picked
up somewhat in late June, partly reflecting
investors’ focus on remarks by officials from
some AFE central banks suggesting possible
shifts toward less accommodative policy
stances. In the euro area, bank supervisors
intervened to prevent the disorderly failure of
a few small to medium-sized lenders in Ltaly
and Spain; business disruptions were minimal,
and spillovers to other European banks were
limited.

The dollar depreciated somewhat

Since the start of the year, the broad dollar
index—a measure of the trade-weighted value
of the dollar against foreign currencies—has
depreciated about § percent, on balance, after
rising more than 20 percent between mid-
2014 and late 2016 (figure 40). The weakening
since the start of the year partly reflected
growing uncertainty about prospects for more
expansionary U.S. fiscal policy as well as
mounting confidence in the foreign economic
outlook. The euro rose against the dollar
following the French presidential election, and
the Mexican peso appreciated substantially as
the Mexican central bank tightened monetary
policy and as investor concerns about the
potential for substantial disruptions of
U.S.~Mexico trade appeared to ease.
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Economic activily in the AFEs grew at a
solid pace

In the first quarter, real GDP grew at a solid
pace in Canada, the euro area, and Japan,
partly reflecting robust growth in fixed
investment in all three cconomies (figure 41).
In contrast, economic growth slowed to a tepid
pace in the United Kingdom, reflecting weaker
consumption growth and a decling in exports.
In most AFEs, economic survey indicators,
such as purchasing manager surveys, generally
remained consistent with continued economic
growth at a solid pace during the second
quarter.

Inflation leveled off in most AFEs.. . .

In late 2016, consumer price inflation
(measured as a 12-month percent change) rose
substantially in most AFES, partly reflecting
increases in energy prices (figure 42). Since
then, inflation has leveled off in Japan and
declined somewhat in the euro area as upward
pressure {rom energy prices eased, core
inflation stayed low, and wage growth was
subdued even as unemployment rates declined
further in both economies, In contrast, in the
United Kingdom, headline inflation rose well
above the Bank of England’s (BOE) 2 percent
target, largely reflecting upward pressure from
the substantial sterling depreciation since the
Brexit referendum in June 2016.

.. . and AFE central banks maintained
highly accommodative monetary policies

AFE central banks kept their policy rates at
historically low levels, and the Bank of Japan
kept its target range for 10-year government
bond yields near zero. The European Central
Bank (ECB) maintained its asset purchase
program, though it slightly reduced the pace
of purchases, and the BOE completed the
bond purchase program it announced last
August. However, the Bank of Canada,
BOE, and ECB have recently suggested

that if growth continues to reduce resource
slack, some policy accommodation could be
withdrawn. The ECB remarked that the forces
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holding down inflation could be temporary.
The BOE indicated that some monetary
accommodation might need to be removed if
the tradeofT between supporting employment
and expediting the return of inflation to its
Larget is reduced.

In EMEs, Asian growth was solid . ...

Chinese economic aclivity was robust in

the first quarter of 2017 as a result of solid
domestic and external demand (figure 43).
More recent indicators suggest that growth
moderated in the second quarter as Chinese
authorities tightened financial conditions
and as export growth slowed. In some other
emerging Asian economies, growth picked up
in early 2017 as a result of stronger external
demand and manufacturing activity. However,
growth of the region’s exports, especially to
China, slowed so far in the second quarter.

....and many Latin American economies
continue their tepid recovery

In Mexico, growth decelerated a touch in

the first quarter of 2017, partly reflecting a
slowdown in private consumption following
sharp hikes in domestic fuel prices. These price
hikes, together with the effects of earlier peso
depreciation on import prices, contributed

Lo a sharp rise in Mexican inflation, which
prompted the Bank of Mexico to further
tighten monetary policy. Following a
prolonged period of contraction, the Brazilian
cconomy posted solid growth in the first
quarter of 2017, partly reflecting a surge

in exports and a strong harvest. However,
domestic demand has remained very weak
amid high unemployment and heightened
political tensions, and indicators of economic
activity have stepped down recently. In Brazil
and some other South Amenican economies,
declining inflation has led central banks to
reduce their policy interest rates.
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The Federal Open Market Committee
raised the federal funds rate target range
in March and June

Over the past year and a half, the Federal
Open Market Committee (FOMC) has been
gradually increasing its target range for the
federal funds rate as the economy continued
to make progress toward the Commillee’s
objectives of maximum employment and price
stability. After having raised the target range
for the federal funds rate last December, the
Committee decided to raise the target range
again in March and in June, bringing it to

1 to 1% percent (figure 44).° The FOMC’s
decisions reflected the progress the economy
has made, and is expected to make, toward the
Committee’s objectives,

When the Committee met in March, it decided
to raise the target range for the federal funds
rate to % to | percent. Available information
suggested that the labor market had continued

5. See Board of Governors of the Federal
Reserve System (2017), “Federal Reserve Issues
FOMC Statement,” press release, March 15, https://
AR sov! pressreleases/
monetary20170315a.htm; and Board of Governors of
the Federal Reserve System (2017), “Federal Reserve
Issues FOMC Statement,” press refease, June 14, htps:!/

WWW,

monetary20170614a htm.

44, Selected interest rates
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to strengthen even as growth in economic
activity slowed during the first quarter.
Inflation measured on a 12-month basis had
moved up appreciably and was close lo the
Committee’s 2 percent longer-run objective.
Core inflation, which excludes volatile energy
and food prices, continued to run somewhat
below 2 percent.

The data available at the time of the June
FOMC meeting suggested a rebound in
economic activity in the second quarter,
leaving the projected average pace of growth
over the first half of the year at a moderate
level. The labor market had continued to
strengthen, with the unemployment rate falling
nearly ¥ percentage point since the beginning
of the year to 4.3 percent in May, a low level
by historical standards and modestly below
the median of FOMC participants’ estimates
of its longer-run normal level. Inflation
measured on a 12-month basis had declined
over the previous few months but was still

up significantly since last summer. Like the
headline inflation measure, core inflation was
running somewhat below 2 percent. With
employment expected to remain near ils
maximum sustainable level, the Committee
continued to expect that inflation would move
up and stabilize around 2 percent over the next
couple of years, in ling with the Committee’s

Baily
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longer-run objective. In view of realized

and expected labor market conditions and
inflation, the Committee decided to raise the
target another Y percentage point to a range
of 1 to 1% percent.

Monetary policy continues to support
economic growth

Even with the gradual reductions in the
amount of policy accommodation Lo dale, the
Committee judges that the stance of monetary
policy remains accommodative, thereby
supporting some further strengthening in labor
market conditions and a sustained return to

2 percent inflation. In particular, the federal
funds rate appears to remain somewhat below
its neutral level—that is, the level of the federal
funds rate that is neither expansionary nor
contractionary.

In evaluating the stance of monetary policy,
policymakers routinely consult prescriptions
from a variety of policy rules, which can
serve as useful benchmarks. However, the
use and interpretation of such prescriptions
require carelul judgments about the choice
and measurement of the inputs to these
rules as well as the implications of the many
considerations these rules do not take into
account (see the box “Monetary Policy Rules
and Their Role in the Federal Reserve's
Policy Process”).

Fulure changes in the federal funds rate
will depend on the economic outlook as

informed by incoming data

The FOMC has continued to emphasize
that, in determining the timing and size of
future adjustments to the target range for
the federal funds rate, it will assess realized
and expected economic conditions relative to
its objectives of maximum employment and
2 percent inflation. This assessment will take
into account a wide range of information,
including measures of labor market
conditions, indicators of inflation pressures
and inflation expectations, and readings on
financial and international developments. The
Committee will carefully monitor actual and

96

expected inflation developments relative to its
symmetric inflation goal,

The Committee currently expects that the
ongoing strength in the economy will warrant
gradual increases in the federal funds rate,
and that the federal funds rate will likely
remain, for some time, below the levels that
the Committee expects to prevail in the longer
run. Consistent with this outlook, in the most
recent Summary of Economic Projections,
which was compiled at the time of the June
FOMC meeting, most FOMC participants
projected that the appropriate level of the
federal funds rate would be below its longer-
run level through 2018.°

The size of the Federal Reserve’s balance
sheet has remained stable so far this year

To help maintain accommodative financial
conditions, the Commiltee has continued

its existing policy of reinvesting principal
payments from its holdings of agency debt
and agency mortgage-backed securities in
agency mortgage-backed securities and rolling
over maturing Treasury securities at auction.
Consequently, the Federal Reserve’s total
assets have held steady at around $4.5 trillion,
with holdings of U.S. Treasury securities al
$2.5 trillion and holdings of agency debt

and agency mortgage-backed securities at
approximately S1.8 trillion (figure 45). Total
liabilities on the Federal Reserve’s balance
sheet were also mostly unchanged over the first
half of 2017.

The Committee intends to implement a
balance sheet normalization program

In June, policymakers augmented the
Committee’s Policy Normalization Principles
and Plans issued in September 2014 by
providing additional details regarding the
approach the FOMC intends to use to reduce

6. Sec the June 2017 Summary of Fconomic
Projections, which appeared as an addendum to the
minutes of the June 13-14, 2017, meeting of the Federal
Open Market Committee and is included as Part 3 of
this report.
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the Federal Reserve’s holdings of Treasury
and agency securities once normalization

of the federal funds rate is well under way.’
The Committee intends to gradually reduce
the Federal Reserve’s securities holdings by
decreasing its reinvestment of the principal
payments it receives from the securities held in
the System Open Market Account. Specifically,
such payments will be reinvested only Lo the
extent that they exceed gradually rising caps.
Initially, these caps will be set at relatively

Tow levels to limit the volume of securities
that private investors will have to absorb. The
Committee currently expects that, provided
the economy evolves broadly as anticipated,

it would likely begin to implement the
program this year. In addition, the Committee
affirmed that changing the target range for

the federal funds rate remains its primary
means of adjusting the stance of monetary
policy (see the box “Addendum to the Policy
Normalization Principles and Plans”).

7. See Board of Governors of the Federal Reserve
System (2017), “FOMC Issues Addendum to the Policy
Normalization Principks and Plans,” press release,
June 14, hitps:/fwww. federal govh /
pressreleases/monetary201 7061 4c.htm.

The Federal Reserve's implementation of
monetary policy has continued smoothly

The Federal Reserve successfully raised the
effective federal funds rate in March and June
of 2017 by increasing the interest rate paid

on reserve balances along with the interest
rate offered on overnight reverse repurchase
agreements (ON RRPs). Specifically, the
IFederal Reserve increased the interest rate
paid on required and excess reserve balances
1o 1.00 percent in March and 1.25 percent in
June while increasing the ON RRP offering
rale to 0.75 percent in March and 1,00 percent
in June. In addition, the Board of Governors
approved Y percentage point increases in

the discount rate (the primary credit rate) in
March and June. In both March and Jung, the
effective federal funds rate rose near the middle
of its new target range amid orderly trading
conditions in money markets, closely tracked
by most other overnight money market rates.

Usage of the ON RRP facility, which had
increased late last year as a result of higher
demand by government money market funds
in the wake of last October’s money fund
reform, has declined some, on average, in
recent months, However, usage has remained
somewhat above its levels of one year ago.
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Monetary Policy Rules and Their Role in the Federal Reserve’s

Policy Process

What are monetary policy rules?

Manetary policy rules are formulas that prescribe
atight link between a small number of economic
variables—typically including the gap between actual
and target inflation along with an estimate of resource
slack in the economy—and the setting of a policy
rate, such as the federal funds rate,! While policy
rules can provide helpful guidance for policymakers,
their imerpretation requires careful judgment about
the measurement of the inputs to these rules and the
implications of the many considerations these rules do
not take inlo account.

Policy rules can incorporate key principles of good
monetary policy. One key principle is that monetary
policy should respond in a predictable way 1o changes
in economic conditions. A second key principle is
that monetary policy should be accommodative when
inflation is below the desired level and employment
s below its maxi inabile level; ¢ |
monetary policy should be restrictive when the
opposite holds. A third key principle i that, to stabilize
inflation, the policy rate should be adjusted by more
than ane-for-one in response to persistent increases or
decreases in inflation,

Economists have analyzed many monetary policy
rules, inchuding the well-known Taylor (1993) rule
as well as other rules discussed later: the “balanced
approach” nule, the “adjusted Taylor (1993)" rule,
the “change” rule, and the “first difference” rule
{figure A).? These policy rules generally embody the
three key principles of good monetary policy noted
earlier. Each rule takes into account two gaps—
the difference between inflation and its objective
(2 percent as measured by the price index for personal
consumption expenditures (PCE), in the case of the
Federal Reserve) as well as the difference between the

1. There & a lengthy academic and intellectual debate
abaut using rules to guide monetasy policy; prominent
examples of rules heavily discussed in the literature and
influential on policymaking in earfier periods mdedn%nrd
standard and Mélion Friedman's constant money growth nule.

1. The Taylor {1993) nule was first suggested in john B,
Taylor (V993], “Discretion versus Policy Rules in Practice,”
Camegre-Rochester Conference Series on Public Pofcy, vel. 19
(December), pp. 195-214. The balanced-approach rule was
analyzed in John B, Taylor (1999, “A Historical Analysis of
Manetary Policy Rules,” in john 8. Taylor, ed., Monetary Folicy
Rurtes (Chicago: University of Chicago Press), pp. 319-41, The
adjusted Taylor (1993} rube was studied in David Reifschneider
and john C. Williams (2000), “Theee Lessons for Monetary
Policy in a Low-Inflation Era,” fournal of Money, Credit, and
Banking, vol. 12 (Noverber, pp. 936-66. The change rule
was discussed in johin B, Taylor (1999}, “The Robustness
and Eificiency of Monetary Policy Rules as Guidelines for

rake of unemployment in the longer run (1) and the
current unemployment rate.” Unlike the other rules,
the first-difference rule considers the change in the

unemgl gap rather than its level,

The Taylor (1993}, balanced-approach, and adjusted
Taylor (1993) rules provide prescriptions for the level
of the federal funds rate and require an estimate of
the neutral real interest rale in the longer run (#%)—
that s, the level of the real federal funds rate that is
expected to be consistent with sustaining maximum
employment and stable inflation in the longer run.* In
contrasl, the change and first-difference rules prescribe
how the level of the federal funds rate at a given time
should be ahiered from its previous level—that is, they
indicate how the existing rate should change over time.
The adjusted Taylor (1993) rule recognizes that the
federal funds rate cannot be reduced materially below
zero, implying that interest rate policy alone may not
be able to provide enough policy accommodation
during periods when the unadjusted Taylor (1993) rule
prescribes setting the federal funds rate below zero. To
make up for the cumulative shorfall in accommodation
(2}, the adjusted rule prescribes only a gradual return
of the policy rate to the ipositive) levels prescribed
by the unadjusted Taylor 1993} rule as the economy
recovers,

The small number of variables involved in policy
rules makes them easy 10 use. However, the LS.

Inferest Rate Setting by the European Central Bank,” foumal of
Monetary Economics, vol. 43 (une), pp. 655-79, Finally, the
first-clifference e was introdusced by Athanasios Orphanides
(2003), “Historical Manetary Policy Analysis and the Taylor
Rule," foumal of Monetary Economics, val. 50 (Julyj, pp. 983-
1022. A comprehensive review of policy rules & in John B.
Taylor and John C. Williams (2011), “Simple and Robust Rules
for Monetary Palicy,” in Benjamin M. Friedman and Michael
Woodiord, eds., Handbook of Monetary Fconomics, vol. 38
{Amsterdam: North-Holland}, pp. 829-59, The same volume
of the Handbook of Moretary Foonamics also discusses
approaches other than policy rules for deriving policy rate
prescriplions,

3. The Taykor (1993) rule represented slack in resource
utilization using an output gap (the difference between the
current level of real gross domestic product (GDF) and what
GDP would be if the econamy was operating at maximum
emgoyment]. The niles in figure A represent skack in resource
utilization using the unemployment gap instead, because that
gapbem*rarmrvs!h Federal Open Market Committee’s
statviory goai lop

in these alternative

measures of resource utlization are highly

coemefated, For mare information, see the note belaw figure A.
4. Taylortype rules—including John Taylor's oniginal

rule—have oiften been estimated assuming that the value of

the neutral real interest rmte in the longer run, =, is equal to

2 percent, which roughly comesponds to the averge historical

value of the real federal funds rate before the inancial erisis,
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A. Monetary policy nules
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Note: BT, R2 BT RE and RF® represent the values of the nominal federal funds rate prescribed by the
Taylor (1993), balanced-approach, adjusted Taylor (1993), change, and firsi-difference rules, respectively.

Ry denotes the actual nominal federal funds rate for quarter 1, m, is four-quarter price inflation for quarter ¢, and
1ty is the unemployment rate in quarter r. 1 is the level of the neutral real federal funds rate in the longer run that,
on average, is expected to be consistent with sustaini i ployment and inflation at its 2 percent longer-
run objective, 1. wf® is the rate of unemployment in the bonger run. Z, is the comulative sum of past deviations of
the federal funds rate from the prescriptions of the Taylor (1993} rule when that ruke prescribes setting the federal
funds rate below zero,

The Taylor (1993) rule and other policy rules are generally written in terms of the deviation of real output from
its full capacity level. In these equations, the output gap has been replaced with the gap between the rate of unem-
ploymentin the longer run and its actual level (using a relationship known as Okun’s law) in order to represent the
rules im terms of the FOMC’s statutory goals. Historically, movements in the output and unemployment gaps have
been highly correlared. Footnote 2 provides references for the policy rules.

econamy Is highly complex, and these rules, by B. Inflation measures
their very nature, do not capture that complexity, For
example, while the I rale is an i ey Sy vt v

L & P

measure of the state of the labor market, it often lags
bussiness cycle developments and does not provide a
complete measure of slack or tightness. In practice,
Federal Open Market Commitiee (FOMC) policymakers
examine a great deal of information about the labor
market to gauge its health; this information includes
broader measures of labor underutilization, the labor
force participation rate, employment, hours worked,
and the rates of job openings, hiring, layoffs, and quits,
as well as anecdotal information not easily reduced to

o e i
numerical indexes.* = =

e T I TG

Another issue related to the imph frules Ll LlLld L0l Ll 11111 1]
involves the measurement of the variables that drive the 2001200 200 A0 205 2011 013 1T
prescriptions generated by the nules. For example, there Soncs: Gross domestc produt (GDF) and persceal consmption
arémmvmumdinﬂalion,andll'leydomulmys xpendihures m:hi_e_in_ﬂwhmnr&wmﬂm&m

e Thebioadest | G i, e e R Fl e ko

move logether or same amount. The broa s i i "

measutg:fﬂiuﬂaliub:, shown by the percent change mmmucm A oL

in the gross domestic product price index, displays

notable differences from measures that gauge changes

in consumer prices (figure &). Even measures that focus
(continued on next page)

and David Ratner (2014}, *Assessing the Change in Labor
Market Conditions,” FEDS Notes (Washington: Board of
Govemnors of the Federal Reserve Systerm, May 22, hipsaif

federal ctasI01 4/

5. For a discussion of these and other metrics of the labor
miarket, see Hess Chung, Bruce Rallick, Christopher Nekarda,

assessingthe-change-nabor-market-conditions- 20140522,
himl.
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Monetary Policy Rules and Their Role in the Federal Reserve’s Policy Process rcorirued)

on the prices paid by consumers differ importantly, For
example, inflation as measured by the consumer price
index for CP1) has generally been somewhat higher
historically than inflation measured using the PCE price
index {the index to which the FOMC's 2 percent longer-
run inflation objective refers). Core inflation, meaning
inflation excluding changes in food and energy prices,
is less volatile than headline inflation and i often used
in estimating monetary policy nules because it has
historically been a good predictor of future headline
inflation {figure C).

In addition, both the kevel of the neutral real
interest rate in the longer run and the level of the
unemphayment rate that s sustainable in the longer run
are difficult to estimate precisely, and estimates made
in real time may differ substantially from estimates
made later on, after the relevant economic data
have been revised and additional data have become
available. For example, since 2000, respondents to
the Blue Chip survey have markedly reduced their
projections of the longer-run level of the real short-
term interest rate (figure D). Survey respondents have
also made considerable changes over time to their
estimates of the rate of unemployment in the longer
un, with « for the ploy gap.
Rewisions of this magnitude to the neutral real interest
rate and the rate of unemployment in the longer run
can have important implications for the federal funds
rate prescribed by monetary policy rules. Sensible
estimation of policy rules requires that policymakers
take into acoount these changes in the projected values
of bonger-run rates as they occur over time.

Furthermore, the prescribed responsiveness of the
federal funds rate io iis determinants differs across
policy nules, For example, the sensitivity of the federal
funds rate to the unemployment gap in the balanced-
approach rule is twice as large as it is in the Taylor
{1993) rulle. The fact that the policy interest rate
responds differently to the inflation and unemployment
gaps in the different policy rules means that the rules
provide different tradeoffs between stabilizing inflation
and stabilizing unemployment.

Finally, monetary policy rules do not take account of
broader risk considerations. For example, policymakers

. The change and firs-differnce rules shown in figure A
reduce the need for good estimates of | rales
because they do not require an estimate of the neutral real
Intarest rate in the longer run. However, these nules have
their own shortcamings. For example, research suggests that
stech rules will result in greater volatility in employment and
inflation relative 1o what would be obtained under the Taylor

routinely assess risks to financial stability. Furthermone,
aver the past few years, with the federal funds rate

still clase to zero, the FOMC has recognized that it
would have limited scope to respond 1o an unexpected
weakening in the economy by lowering shont-term
interest rates. This asymmetric risk has, in recent

years, provided a sound rationale for following a more
gradual path of rate increases than that prescribed

by policy rules. {Asymmetric risk need not always
provide a rtionale for a more gradual path; if the risks
were strongly tiled toward substantial and persistent
overheating and 1oo-high inflation, the asymmetric

€. Total inflation versus core inflation
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risk could argue for higher rates than prescribed by
simple rules.)

How does the FOMC use monetary policy
rules?

In the briefing materials prepared for FOMC
meetings, Federal Resenve staff regulaly report
prescriptions for the current setting of the federal funds
rate from a number of monetary policy rules.” FOMC
policymakers discussed prescriptions from monetary

often agree about the direction (up or down) in
which policymakers should move the federal funds
rate, they frequently disagree about the appropriate
level of that rate. Historical prescriptions from policy
rules differ from one another and also differ from the
Committee’s target for the federal funds rate, as shown
in figure E. (These prescriptions are calculated using
both the actual data and the estimates of the neutral
real interest rate in the longer run and of the rate of
unemployment in the longer run—data and estimates
that were available 1o FOMC policymakers at the

policy rules as bong ago as 1995 and have lted
them routinely since 2004, The materials that FOMC
policymakers see also include forecasts of how the
federal funds rate and key macro indicators would
evolve, under each of the rules, several years into the
future, Policymakers weigh this information, along with
other information bearing on the ic autlook.”
Different monetary policy rules often offer quite
different prescriptions for the federal funds rate;
moreover, there is no obvious metric for favoring
one ule over another. While monetary policy rules

7. Prescriptions from menetary policy nules are included
i the Board staif’s Tealook ipraviously the Blusbook); the
precise set of rules presented has changed from time to time.
The transcripts and briefing materials for FOMC meetings.
throuigh 2011 are available on the Board's website at hitpss!
www federalreserve.g ypolicyliome, historical.
bt I the materials from 2011, the policy rule prescriptions
are contained in the Monetary Policy Strategies section of
Tealbook B.

8. The Lriefing materials that FOMC policymakers review
regularly inclide the Board staff's basefine forecast for the
economy and mode! simulations of a variety of altemative
scenarios intended 1o provide a sense of the effects of other
E:u:lﬂe developments that were not included in the staff's

line forecast,

time. | M  the rules presceibe setting
shart-term interest rates well below zero—a selling

that & not feasible. With the exception of the adjusted
Taylor (1993) rule, which imposes a kower limit of
20, all of the rules shown in figure £ called for the
federal funds rate to tum negative in 2009 and to stay
bedow zero for several years thereafter. Thus, these rules
indicated that the Federal Reserve should provide mare
monetary stimulus than could be achieved by setting
the federal funds rate at zero. While all of the policy
ritles have called for higher values of the federal funds
rate in recent years, the pace of tightening that the rules
prescribe has varied widely. Prescriptions from these
rules for the level of the federal funds rate in the first
quarter of 2017 ranged from 37 basis points (change
mle) to 2.5 percent (balanced-approach rule).*

9. As noted earlier, the adjusted rule fimits increases in the
federal funds rate for a time during economic recoveries to
rivake up for past shoetfalls in accommodation caused by the
zera lower limit on interest rates, This principle can also be
applied 1o the peeseriptions. of the other rules. If applied to the
balanced-approach rule, for example, it would have called for
the federal funds rate to have remained at zero at least theough
the first quanter of 2017,

E. Historical foderal fands rate prescriptions from sieple policy rules
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Addendum to the Policy Normalization Principles and Plans
Adopted effective September 16, 2014; as amended effective June 14, 2017

All panticipants agreed to augment the Commitiee’s
Policy Nomalization Principles and Plans by providing
the following additional details regarding the approach
the FOMC intends to use 1o reduce the Federal
Reserve's holdings of Treasury and agency securities
once normalization of the leved of the federal funds rate
is well under way.'

* The Committee intends to gradually reduce the
Federal Reserve's securities holdings by decreasing
its re of the principal pay it
receives from securities held in the System Open
Market Account. Specifically, such payments will
be reinvested only 1o the extent that they exceed
gradually rising caps.

o For payments of principal that the Federal
Reserve receives from maturing Treasury
securities, the Committee anticipates that
the cap will be $6 billion per month initially
and will increase in steps of $6 billion at
three-month intervals over 12 months until it
reaches $30 billion per month.

For payments of principal that the Federal
Reserve receives from its holdings of agency
debt and mongage-backed securities, the
Commitiee anticipates that the cap will

be $4 billion per month initially and will
increase in steps of $4 billion at three-month
intervals over 12 months until it reaches

$20 billion per month.

o

1. The Comenittee’s Policy Nomalization Principles and
Plans wers adopted on September 16, 2014, and are available
at www.federal 2 policyliles FOMC_
PolicyNomalization.pdf, On March 18, 2015, the Committee
adopted an addendum to the Policy Nommalization Principles
and Plans, which is available at www iederalreserve gov
ﬁm‘!ﬂmﬁqfﬁle&ﬁM_Pﬁliq‘Nuﬂnlmmim50318.

o The Commitice also anticipates that the caps
will remain in place once they reach their
respective maximunis so that the Federal
Reserve’s securities holdings will continue to
decline in a gradual and predictable manner
until the Committee judges that the Federal
Reserve is holding no more securities than
necessary to implement monetary policy
efficiently and effectively.

+ Gradually reducing the Federal Reserve's securities
holdings will result in a declining supply of reserve
balances. The Committe currently anticipates
reducing the quantity of resenve balances, over
time, 10 a leved appreciably below that seen in
recent years but larger than before the financial
crisis; the level will reflect the banking system's
demand for reserve balances and the Commitiee’s
decisions about how to implement monetary
policy most efficiently and effectively in the future.
The Committee expects o keam more about the
undertying demand for reserves during the process
of balance sheet nomialization.

The Committee affirmss that changing the target
range for the federal funds rate s its primary
means of adjusting the stance of monetary policy.
However, the Committee would be prepared

to resume reinvestment of principal payments
received on securities held by the Federal Resenve:
if a material deterioration in the economic
outlook were 1o warrant a sizable reduction in
the Committees target for the federal funds rate.
Moreover, the Committee would be prepared 1o
use its full range of wols, including altering the
size and composition of its balance sheet, if future
economic condilions were o wamrani a more
accommodative monetary policy than can be
achieved solely by reducing the federal funds rate.
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Summary of Economic PROJECTIONS

The following material appeared as an addendum ta the minutes of the June 13-14, 2017, meeting

of the Federal Open Market Committee.

In conjunction with the Federal Open
Market Committee (FOMC) meeting held
on June 13-14, 2017, meeting participants
submitted their projections of the most

likely outcomes for real output growth, the
unemployment rate, and inflation for each
year from 2017 to 2019 and over the longer
run. Each participant’s projection was based
on information available at the time of the
meeting, together with his or her assessment
of appropriate monetary policy. including a
path for the federal funds rate and its longer-
run value, and assumptions about other
factors likely to affect economic outcomes.”
The longer-run projections represent each
participant’s assessment of the value to which
cach variable would be expected to converge,
over time, under appropriate monetary
policy and in the absence of further shocks
to the economy." “Appropriate monetary
policy” is defined as the future path of policy
that each participant deems most likely to
foster outcomes for economic activity and
inflation that best satisfy his or her individual
interpretation of the Federal Reserve’s
objectives of maximum employment and stable
prices.

8, Four members of the Board of Governors, one
fewer than in March 2017, were in office at the time
of the June 2017 meeting and submitted economic
projections. The office of the president of the Federal
Reserve Bank of Richmond was vacant at the time
of this FOMC meeting: First Vice Presicent Mark L.
Mullinix submitted economic projections.

9. Al participants submitted their projections in
advance of the FOMC meeting; no projections were
revised following the refease of economic data on the
moming of June 14.

10. One participant did not submit longer-run
projections for real output growth, the unemployment
rate, or the federal funds rate.

All participants who submitted longer-run
projections expected that, under appropriate
monetary policy, growth in real gross domestic
product (GDP) this year would run somewhat
above their individual estimates of its longer-
run rate. Over hall of these participants
expected that economic growth would slow a
bit in 2018, and almost all of them expected
that in 2019 economic growth would run at or
near its longer-run level. All participants who
submitted longer-run projections expected that
the unemployment rate would run below their
estimates of its longer-run normal level in 2017
and remain below that level through 2019,

The majority of participants also lowered

their estimates of the longer-run normal rate
of unemployment by 0.1 to 0.2 percentage
point. All participants projected that inflation,
as measured by the four-quarter percentage
change in the price index for personal
consumption expenditures (PCE), would run
below 2 percent in 2017 and then step up in

the next two years; over hall of them projected
that inflation would be at the Committee’s

2 percent objective in 2019, and all judged that
inflation would be within a couple of tenths of
a percentage point of the objective in thal year.
Table 1 and figure | provide summary statistics
for the projections.

As shown in figure 2, participants generally
expected that evolving economic conditions
would likely warrant further gradual increases
in the federal funds rate to achieve and sustain
maximum employment and 2 percent inflation.
Although some participants raised or lowered
their federal funds rate projections since
March, the median projections for the federal
funds rate in 2017 and 2018 were essentially
unchanged, and the median projection in
2019 was slightly lower; the median projection
for the longer-run federal funds rate was
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Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents under their
individual assessments of projected appropriate monetary policy, June 2017
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unchanged. However, the economic outlook
is uncertain, and participants noted that their
economic projections and assessments of
appropriate monetary policy could change in
response Lo incoming information.

In general, participants viewed the uncerlainty
attached to their projections as broadly
similar to the average of the past 20 years,
although a couple of participants saw the
uncertainty associated with their real GDP
growth forecasts as higher than average.

Most participants judged the risks around
their projections for economic growth, the
unemployment rate, and inflation as broadly
balanced.

Figures 4.A through 4.C for real GDP
growth, the unemployment rate, and inflation,
respectively, present “fan charts” as well as
charts of participants’ current assessments

of the uncertainty and risks surrounding

the economic projections. The fan charls

(the panels at the top of these three figures)
show the median projections surrounded by

confidence intervals that are computed from
the forecast errors of various private and
government projections made over the past
20 years. The width of the confidence interval
for each variable at a given point is a measure
of forecast uncertainty at that horizon, For
all three macroeconomic variables, these
charts illustrate that forecast uncertainty is
substantial and generally increases as the
forecast horizon lengthens. Reflecting, in part,
the uncertainty about the future evolution

of GDP growth, the unemployment rate,

and inflation, participants’ assessments of
appropriate monetary policy are also subject
to considerable uncertainty. To illustrate the
uncertainty regarding the appropriate path for
monetary policy, figure 5 shows a comparable
fan chart around the median projections

for the federal funds rate." As with the

11. The fan chart for the federal funds rate depicts
the uncertainty about the future path of appropriate
monetary policy and is closely connected with the
uncertainty about the future value of economic variables.
In contrast, the dot plot shown in figure 2 displays the
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Figure |. Medians, central tendencies, and ranges of economiic projections, 2017-19 and over the Jonger run
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Figure 2. FOMC participants” assessments of appropriate monetary policy: Midpoint of target range or target
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macroeconomic variables, forecast uncertainty
for the federal funds rate is substantial and
increases at longer horizons.

The Outlook for Economic Activity

The median of participants’ projections for
the growth rate of real GDP, conditional

on their individual assumptions about
appropriate monetary policy, was 2.2 percent
in 2017, 2.1 percent in 2018, and 1.9 percent
in 2019; the median of projections for the
longer-run normal rate of real GDP growth

persion of views across individual participants about
the appropriate level of the federal funds rate.

was 1% percent. Compared with the March
Summary of Economic Projections (SEP). the
medians of the forecasts for real GDP growth
over the period from 2017 to 2019, as well

as the median assessment of the longer-run
growth rate, were mostly unchanged. Fewer
than half of the participants incorporated
expectations of fiscal stimulus into their
projections, and a couple indicated that they
had marked down the magnitude of expected
fiscal stimulus relative to March.

All participants revised down their projections
for the unemployment rate in the fourth
quarter of 2017 and of 2018, and almost all
also revised down their projections for the
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unemployment rate in the fourth quarter of
2019. Many who did so cited recent lower-
than-expected readings on unemployment.
The median of the projections for the
unemployment rate was 4.3 percent in 2017
and 4.2 percent in ¢ach of 2018 and 2019,

0.2 percentage point and 0.3 percentage
point lower than in the March projections,
respectively. The majonty of participants also
revised down their estimates of the longer-
run normal rate of unemployment by (L1 or
0.2 percentage point, and the median longer-
run level was 4.6 percent, down 0.1 percentage
point from March,

Figures 3.A and 3.B show the distributions of
participants’ projections for real GDP growth
and the unemployment rate from 2017 to 2019
and in the longer run. The distribution of
individual projections for real GDP growth for
this year shifted up, with some participants
now expecting real GDP growth between

24 and 2.5 percent and none seeing it below

2 percent. The distributions of projected real
GDP growth in 2018, 2019, and in the longer
run were broadly similar to the distributions
of the March projections, The distributions of
individual projections for the unemployment
rate shifted down noticeably for 2017

and 2018. Most participants projected an
unemployment rate of 4.2 or 4.3 percent at the
end of this year, and the majority anticipated
an unemployment rate between 4.0 and

4.3 percent at the end of 2018. Participants’
projections also shifted down in 2019 but
were more dispersed than the distributions of
their projected unemployment rates in the two
carlier years. The distribution of projections
for the longer-run normal unemployment rate
shifted down modestly.

The Outlook for Inflation

The median of projections for headline PCE
price inflation this year was 1.6 percent,
down 0.3 percentage point from March, As
in March, median projected inflation was
2.0 percent in 2018 and 2019. About half of
the participants anticipated that inflation
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would continue to run a bit below 2 percent
in 2018, while only one participant expected
inflation above 2 percent in that year—and,
in that case, just modestly so. More than
half projected that inflation would be equal
to the Committee’s objective in 2019, A few
participants projected that inflation would
run slightly below 2 percent in that vear, while
several projected that it would run a little
above 2 percent. The median of projections
for core PCE price inflation was 1.7 percent
in 2017, a decline of (1.2 percentage point
from March; the median projection for 2018
and 2019 was 2.0t percent, as in the March
projections,

Figures 3.C and 3.D provide information on
the distributions of participants’ views about
the outlook for inflation. The distributions of
projections for headline PCE price inflation
and for core PCE price inflation in 2017
shifted down noticeably from March, while the
distributions for both measures of inflation in
2018 shifted down slightly. Many participants
cited recent surprisingly low readings on
inflation as a factor contributing to the
revisions in their inflation forecasts.

Appropriate Monetary Policy

Figure 3.E provides the distribution of
participants’ judgments regarding the
appropriate target or midpoint of the target
range for the federal funds rate at the end
of each year from 2017 to 2019 and over
the longer run.” The distribution for 2017
was less dispersed than that in March, while
the distribution for 2018 was slightly less

12. One participant’s projections for the federal
funds rate, real GDP growth, the unemployment rate,
and inflation were informed by the view that there are
multiple possible medium-term regimes for the LS.
economy, that these regimes are persistent, and that the
economy shifts between regimes in a way that cannot be
forecast. Under this view, the economy currently isin a

i 1zed by expansion of i activity
with low productivity growth and a low short-term real
interest rate, but longer-term outcomes for variables
other than inflation cannot be usefully projected.
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Figure 3.A. Distribution of participants’ projections for the change in real GDP. 2017-19 and over the longer run
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Figure 3.B. Distribution of participants’ projections for the unemployment rate, 201719 and over the longer run
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Figure 3.C. Distribution of participants” projections for PCE inflation, 2017-19 and over the longer run
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Figure 3.D. Distribution of participants’ projections for core PCE inflation, 2017-19
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Figure 3.E. Distribution of partici jud f the midpoint of the appropriate target range for the
federal funds rate of the appmpnale Latgﬂ]evel for the federal funds rate, 2017-19 and over the longer run
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dispersed. The distributions in 2019 and in
the longer run were broadly similar to those
in March. The median projections of the
federal funds rate continued to show gradual
increases, with the median assessment for
2017 standing at 1.38 percent, consistent

with three 25 basis point increases this year.
Thereafter, the medians of the projections
were 2.13 percent at the end of 2018 and

2.94 percent at the end of 2019; the median of
the longer-run projections of the federal funds
rate was 3.00 percent.

In discussing their June projections, many
participants continued to express the view
that the appropriate upward trajectory of

the federal funds rate over the next few years
would likely be gradual. That anticipated pace
reflected a few factors, such as a neutral real
interest rate that was currently low and was
expected to move up only slowly as well as a
gradual return of inflation to the Committee’s
2 percent objective, Several participants judged
that a slightly more accommodative path

of monetary policy than in their previous
projections would likely be appropriate, citing
an apparently slower rate of progress toward
the Committee’s 2 percent inflation objective.
In their discussions of appropriate monetary
policy, half of the participants commented

on the Committee’s reinvestment policy; all

of those who did so expected a change in
reinvestment policy before the end of this year.

Uncertainty and Risks

Projections of economic variables are subject
to considerable uncertainty, In assessing the
path of monetary policy that, in their view,

is likely to be most appropriate, FOMC
participants take account of the range of
possible outcomes, the likelihood of those
outeomes, and the potential benefits and costs
to the economy should they occur. Table 2
provides one measure of forecast uncertainty
for the change in real GDP, the unemployment
rate, and total consumer price inflation—the
oot mean squared error (RMSE) for forecasts
made over the past 20 years. This measure of
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Table 2. Average historical projection error ranges
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forecast uncertainty is incorporated graphically
in the top panels of figures 4.A, 4., and

4,C, which display fan charts plotting the
median SEP projections for the three variables
surrounded by symmetric confidence intervals
derived from the RMSEs presented in table 2.
11 the degree of uncertainty attending these
projections is similar to the typical magnitude
of past forecast errors and if the risks around
the projections are broadly balanced, future
outcomes of these variables would have

about a 70 percent probability of occurring
within these confidence intervals, For all three
variables, this measure of forecast uncertainty
is substantial and generally increases as the
forecast horizon lengthens.

FOMC participants may judge that the

width of the historical fan charts shown in
figures 4.A through 4.C does not adequately
capture their current assessments of the degree
of uncertainty that surrounds their economic
projections, Participants” assessments of the
current level of uncertainty surrounding their
economic projections are shown in the bottom-
left panels of figures 4.A, 4.8, and 4.C. All or
nearly all participants viewed the uncertainty
attached to their cconomic projections as
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broadly similar to the average of the past

20 years, with three fewer participants than in
March seeing uncertainty about GDP growth,
the unemployment rate, and inflation as higher
than its historical average.” In their discussion
of the uncertainty attached to their current
projections, most participants again expressed
the view that, at this point, uncertainty
surrounding prospective changes in fiscal and
other government policies is very large or that
there is not yet enough information to make
reasonable assumptions about the timing,
nature, and magnitude of the changes.

The fan charts—which are constructed so as to
be symmetric around the median projections—
also may not fully reflect participants’

current assessments of the balance of risks

to their economic projections, Participants”
assessments of the balance of risks to their
economic projections are shown in the bottom-
right panels of figures 4.A, 4.B, and 4.C. As

in March, most participants judged the risks
to their projections of real GDP growth, the
unemployment rate, headline inflation, and
core inflation as broadly balanced—in other
words, as broadly consistent with a symmetric
fan chart, Three participants judged the risks
to the unemployment rate as weighted to the
downside, and one participant judged the risks
as weighted to the upside (as shown in the
lower-right panel of figure 4.B). In addition,
the balance of risks to participants’ inflation
projections shifted down slightly from March
(shown in the lower-right panels of figure 4.C),
as two fewer participants judged the risks to
inflation to be weighted to the upside and

two more viewed the risks as weighted to the
downside.

13. At the end of this summary, the box “Forecast
Uncertainty” discusses the sources and interpretation
of uncertainty in the economic forecasts and explains
the approach used to assess the uncertainty and risks
attending the participants’ projections.
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Participants” assessments of the future

path of the federal funds rate consistent

with appropriate policy are also subject to
considerable uncertainty, reflecting in part
uncertainty about the evolution of GDP
growth, the unemployment rate, and inflation
over time. The final line in table 2 shows the
RMSEs for forecasts of shorl-term interest
rates. These RMSEs are not strictly consistent
with the SEP projections for the federal funds
rate, in part because the SEP projections are
not forecasts of the likeliest outcomes but
rather reflect each participant's individual
assessment of appropriate monetary policy.
However, the associated confidence intervals
provide a sense of the likely uncertainty
around the future path of the federal funds
rate generated by the uncertainty about the
macroeconomic variables and additional
adjustments to monetary policy that may be
appropriate to offset the effects of shocks to
the economy.

Figure 5 shows a fan chart plotting the median
SEP projections for the appropriate path of the
federal funds rate surrounded by confidence
intervals derived from the results presented in
table 2. As with the macroeconomic variables,
forecast uncertainty is substantial and
increases at longer horizons.”

14. If at some point in the future the confidence

interval around the federal funds rate were to extend
below zero, it would be truncated at zero for purposes
of the chart shown in figure 5; zero is the bottom of
the lowest target range for the federal funds rate that
has been adopted by the Committee in the past. This
approach to the construction of the federal funds rate
fan chart would be merely a convention and would not
have any implication for possible future policy decisions
regarding the use of negative interest rates to provide
additional monetary policy accommodation if deing so
were appropriate.
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Figure 4.A. Uncértainty and risks in projections of GDP growth

Median projection and confidence interval based on historical forecast errors
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Figure 4.B. Uncertainty and risks in projections of the unemployment rate

Median projection and confidence interval based on historical forecast errors
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Figure 4.C. U y and risks in p f PCE inflation
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Figure 5. U in proj of the federal funds rate
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Forecast Uncertainty

The: econamic projections provided by the members of
the Board of Govemors and the presidents of the Federal
Reserve Banks inform discussions of monetary policy
amang policymakers and can aid public understanding
o the basis for policy actions. Considerable uncestainty
attends these peojections, however, The economic and
statistical models and relationships used to help produce
economic forecasss are necessarily imperfect descriptions.
of the real world, and the future path of the economy
can be affected by myriad unforeseen developments and
events, Thus, in setting the stance of monetary policy,
panicipants consider not only what appears to be the mast

uncestainty surrounding their peojections ase summarized
i the bottosm-left panels of those figures, Paticipants
also provide judgments as o whether the risks 1o their
projections are weighted 1o the upside, are weighted o
the downside, or are broadly balanced, That s, while the
symmedric historical fan charts shown in the top panels of
figures 4.A theough 4.C imply that the risks to panticipants”
peojections are balanced, participants may judge that
thesi s a greater risk that a given variable will be above
rather than below their projections. These judgments
are surnmarized in the lower-right pancls of figures 4.4
through 4.C.

As with real activity and inflation, the outlook for
the fututee path of the federal funds rate is subject to

likety econamic outcome as embodied in their |

bt also the range of al possibilities, the likelihood
of their occurring, and the potential costs to the econanty
should they occur,

Table 2 summarizes the average historical accurcy
of a range of forecasts, including those reported in past
Monetary Policy Reports and those prepared by the
Federal Reserve Board's staff in advance of meetings of the
Federal Open Market Committee (FOMC), The projection
ermr ranges shown in the table illusirate the considerable
uncertainty assaciated with economic forecasts. For
example, suppose a participant projects that real gross
domestic product (GDP and total consumer prices will
rise steadily at annual rates of, respectively, 3 percent and
1 percent. If the uncertainty attending these projections
is similar 1o that experienced in the past and the risks
around the projections are broadly balanced, the numbers
reporied in table 2 would imply a probability of about
70 percent that actual GDP would expand within a range
of 1.6 1o 4.4 percent in the current year, 1.0 10 5.0 percent
in the second year, and 0.8 10 5.2 percent in the third
year, The corresponding 70 percent confidence intervals
for averall inflation would be 1.2 10 2.8 percent in the
current year, and 1.0 to 3.0 percent in the second and third
years. Figures 4.A through 4.C illustrate these confidence
bounds in “fan charts” that are symemetric and centered on
the medians of FOMC participants’ projections for GDP
growth, the unemployment rate, and inflation. However,
in some instances, the risks around the projections may
ot be sy ic. In particular, the ployment rate
cannot be negative; furthermaone, the risks around a
particular projection might be tilted to either the upside or
the downside, in which case the ponding fan chant
would be asymmetrically positioned around the median
projection.

Because current conditions may differ from those that
prevailed, on average, over history, panticipants provide:
judg) as o whether the inty attached 1o
their projections of each economic variable is greater
than, smaller than, or broadly similar to typical levels
of forecast uncentainty seen in the past 20 years, as
presented in table 2 and reflected in the widths of the
confidence intervals shown in the top panels of figures
4.A through 4.C. Panticipants” cusrent assessments of the

consid inity. This inty arises primarily
because each participant’s of the appropyi
stance of manetary policy depends importantly on
the evolition of real activity and inflation over time. If
ecopomic conditions evelve in an unexpected manner,
then of the appro tting of the federal
funds rate would change from that point forward. The

final line: in table 2 shows the error ranges for forecasts of
short-term interest rates. They suggest that the historical
confidence intervals associated with projections of the
federal funds rate are quite wide. It should be noted,
however, that these confidence intervals are not sirictly
consistent with the projections for the federal funds

rate, as these projections are ol forecasts of the most
likely quarterly outcomes but rather are projections

of participants’ individual assessments of appropriate
monetary policy and are on an end-of-year basis.
However, the forecast errors should provide a sense of the
uncertainty around the future path of the federal funds rale
generated by the uncestainty about the macroeconomic
variables as well as additional adjustments to monetary
policy that would be appropriate o offset the effects of
shocks to the economy.

I at some point in the future the confidence interval
around the federal funds rate were 1 exend betow zero,
itwould be truncated &t zero for purposes of the fan chart
shown in figure 5; zero is the bottom of the lowest target
range for the federal funds rake that has been adopted
by the Committes in the past. This approach to the
construction of the federal funds rate fan chan would be
merely a convention; it would not have any implications
for possibe future policy decisions regarding the use of
negative interest rates bo provide additional monetary
policy ac il doing so were appropriate. In
stch situations, the Commitiee could also employ other
tools, including forward guidance and asset purchases, to
provide additional accommodation,

While: figures 4.A through 4.C provide information on
the uncertainty around the economic projections, figure 1
provides information on the range of views across FOMC
participants. A comparison of figure 1 with figures 4.4
through 4.C shows that the dispession of the projections
across participants is much smaller than the average:
fonecast emors over the past 20 years.
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ABBREVIATIONS

AFE advanced foreign economy

BOE Bank of England

Cal commercial and industrial

DPI disposable personal income

ECB European Central Bank

EME emerging market economy

FOMC Federal Open Market Committee; also, the Committes
Gbp gross domestic product

LFPR labor force participation rate

LIBOR London interbank offered rate

MBS mortgage-backed securities

Michigan survey University of Michigan Surveys of Consumers

018 overnight index swap

ON RRP avernight reverse repurchase agreement

OPEC Organization of the Petroleum Exporting Countries
PCE personal consumption expenditures

SEP Summary of Economic Projections

SLOOS Senior Loan Officer Opinion Survey on Bank Lending Practices
S&P Standard & Poor’s

TIPS Treasury Inflation-Protected Securities
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LETTER FROM KEITH A. NORIEKA, ACTING COMPTROLLER OF THE
CURRENCY

(, Office of the Comptroller of the Currency

Washington, DC 20219

Tuly 10,2017

The Honorable Richard Cordray
Director

Consumer Financial Protection Bureau
1275 First 8t. NE

Washington DC 20002

Dear Rich:

I am requesting the Consumer Financial Protection Bureau’s (CFPB) share with OCC
data used to develop and support its proposed final rule banning class-action waivers in
arbitration agreements and to have our agencies work together to resolve potential safety and
soundness concerns with the proposal.

The OCC has a mandate to ensure the safety and soundness of the federal banking
system. A variety of OCC staff have reviewed the CFPB’s arbitration proposal from this
perspective and have expressed concerns about its potential impact on the institutions that make
up the federal banking system and its customers. We feel obligated to communicate our safety
and soundness concemns regarding this proposal given the requirements of section 1023 of the
Dodd-Frank Act.

As you know, arbitration can be an effective alternative dispute resolution mechanism
that can provide better outcomes for consumers and financial service providers without the high
costs associated with litigation. As some have noted, the CFPB’s proposal may effectively end
the use of arbitration in cases related to consumer financial products and services. Eliminating
the use of this tool could result in less effective consumer protection and remedies, while simply
enriching class-action lawyers. At the same time, the proposal may potentially decrease the
products and services offered to consumers, while increasing their costs.
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The proposal also may force institutions to confront “potentially ruinous liability” and to
settle unmeritorious claims to mitigate the significant costs and risks associated with class-action
law suits.' The increased cost associated with litigation and the loss of arbitration as a viable
altenative dispute resolution mechanism could adversely affect reserves, capital, liquidity, and
reputations of banks and thrifts, particularly community and midsize institutions.

While staff have raised these questions, we can only answer them through shared analysis
of your agency’s data. We would like to work with you and your staff to address the potential
safety and soundness implications of the CFPB’s arbitration proposal. That is why [ am
requesting the CFPB share its data, which will be given appropriate confidential treatment. |
have directed OCC staff to work expeditiously with CFPB staff to examine the data once we
receive it and determine if our concerns are allayed by the data or to work with CFPB staff to
resolve any safety and soundness concerns that persist,

Finally, I want to commend you and your staff for the work the CFPB has done on this
important issue. At the OCC, we share the mission of ensuring that our supervised institutions
provide fair access to financial services, treat customers fairly, and comply with applicable laws
and regulations.

Sincerely,

Keith A. Noreika
Acting Comptroller of the Currency

! Shady Gove orthopedic Assocs., P.A. v. Allstate Ins. Co., 130 S. Ct. 1431, 1465 n.3 (Ginsburg,
1., dissenting)(observing that defendants in class actions suits face “pressure . . . to settle even
unmeritorious claims” once a class is certified due to the “potentially ruinous liability” of such
Suits).



124

LETTER FROM RICHARD CORDRAY, DIRECTOR, CONSUMER
FINANCIAL PROTECTION BUREAU

£-!
c | Eonsumer ;:an:ial
r ratectson Bureau

1700 G Street. N, W., Washington, DC 20552

July 12,2017

The Honorable Keith A. Noreika

Acting Comptroller of the Currency
Office of the Comptroller of the Currency
400 Seventh Street SW

Washington, D.C. 20219

Dear Keith:

1 am writing in response to your letter of July 10, 2017, in which you suggest that the arbitration
rule which the Consumer Financial Protection Bureau issued that day might raise concemns with
respect lo the safety and soundness of the federal banking system.

I was surprised to receive your letter. As you may be aware, the issuance of the rule marked the
conclusion of a multi-year process that included the Bureau’s completion in March 2015 of an
arbitration study that was required by law." The rulemaking process itself spanned more than two
years. Throughout that process, the Bureau consulted repeatedly with representatives of the staff of
the Office of the Comptroller of the Currency, as well as the other prudential regulators, precisely
1o discuss “prudential, market, or systemic objectives administered by such agencies™ in
accordance with Section 1022 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act. Atno time during this process did anyone from the OCC express any suggestion that the rule
that was under development could threaten the safety and soundness of the banking system. Nor
did you express any such concerns to me when we have met or spoken. Indeed, the only recent
communication we had received from the OCC on this subject prior to July 10 was an e-mail from
your staff on June 26 “confirm[ing] that the OCC has no comments on the draft text and
commentary.” The points you now raise in your letter were not conveyed until after the Bureau
had completed the interagency consultation process, and had already transmitted the final rule to
the Office of the Federal Register for publication. Thus they do not satisfy the statutory
requirement that an agency “has in good faith attempted to work with the Bureau to resolve
concems regarding the effect of the rule on the safety and soundness of the United States banking
system or the stability of the financial system of the United States” and has been unable to do so.”

Additionally, there is no basis for claiming that the arbitration rule puts the federal banking system
at risk. The Bureau found in the final rule that it will create an effective means by which
consumers can seek to vindicate their legal rights under federal and state consumer protection laws
and under their contracts. There is no question, and considerable past and present experience to

' CFPB, “Arbitration Study: Report to Congress, Pursuant to Dodd-Frank Wall Street Reform and Consumer
Protection Act § 1028(a)" (2015), available at hip:  files.consumerfinance. gov F201503 cipb_arbitration-siudy-
report-to-congress-2013.pdf,

* Section 1023(b)1)(A) of the Dodd-Frank Act.

consumerfinance gov
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demonstrate, that U.S. banks are capable of operating safely and soundly in a legal system in which

consumers can pursue redress for violations of the law. To the extent the rule makes redress
available to consumers, it also will affect the incentives for providers of financial services to
conform their conduct to the law. Indeed, the deterrent effect of the rule is designed to prevent

exactly the type of unlawful conduct that itself can raise safety and soundness concerns, as it did in
the lead-up to the financial crisis.

I have asked Bureau staff to review this issue and they have prepared the attached memorandum
for me. To highlight a few key points:

A majority of depository institutions today operate without arbitration agreements. There is
1o evidence that these banks and credit unions are less safe and sound than their
counterparts with such agreements, and no regulator (including the OCC) has ever indicated
that is so.

The Bureau's final rule estimates an annual cost for additional federal litigation for all
covered (bank and non-bank) entities of $523 million per year and a significant but smaller
amount for additional state court litigation.” These costs would be bome by an industry
with trillions of dollars in assets, and in which last year the banks alone earned over $171
billion in profits. In other words, if all of the projected costs were bome by banks (and they
are not), the rule would reduce net revenue by .3 percent.

The mortgage market, the largest consumer financial market (dwarfing the other consumer
markets in which banks participate), currently operates with a ban on arbitration agreements
and has effectively done so since 2004. That prohibition has not posed any discernable risk
to the safety and soundness of the mortgage lending markets that are a key part of the
United States’ economic, financial, and banking systems, and no regulator (including the
0CC) has given any indication to the contrary.

Similarly, since 2009, banks representing approximately 47% of credit card loans
outstanding have operated without arbitration agreements; the rulemaking did not adduce
any evidence that this absence impaired the safety and soundness of these institutions.
Indeed, when certain major credit card issuers agreed to temporarily eliminate their
mandatory arbitration provisions, which they did as a provision in a class action settlement,
the OCC received notice pursuant to the Class Action Faimess Act and did not interpose
any objection on safety and soundness or other grounds. Nor, so far as we are aware, has
the OCC downgraded these institutions — or any other institution which eschews arbitration
agreements — in its CAMELS rating, which is a nonpublic indicator of the safety and
soundness of the bank, on the basis that these institutions are exposed to class action
liability. And none of the banks covered by the settlement has elected to reinstate an
arbitration clause after the settlement expired.

I believe these data conclusively put to rest any safety and soundness concerns.

* See Final Rule at 671 Table 1.
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In your letter you suggest that the Consumer Bureau staff and OCC staff conduct a “shared
analysis” of the Bureau's data. This, too, is a more than belated request: as I noted earlier, the
Bureau publicly released its arbitration study on which our rule is predicated over two years ago.
Furthermore, the Bureau’s estimates as to the rule’s impacts were set forth in the Notice of
Proposed Rulemaking which the Bureau issued over a year ago. Until I received your letter this
week, the OCC had not expressed any interest in the data relating to the rule,

With that said, I would be happy to have our staff who worked on the arbitration study and on our
cost estimates in the rule take the time to review the study data and our rulemaking analysis with
your staff. 1am confident that a briefing will prove sufficient to answer any questions and allay
any concerns.

Let me conclude by thanking you for your interest in the Bureau’s work. We appreciate the
concern you stated that institutions supervised by the OCC provide fair access to financial services,
treat customers fairly, and comply with applicable laws and regulations. Please do not hesitate to
call me anytime to discuss these matters further.

Sincerely,

Konhak?

Richard Cordray
Director
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MEMORANDUM TO THE CFPB DIRECTOR FROM THE ARBITRATION
AGREEMENTS RULEMAKING TEAM

c £-*
Consumas Financial
L]

I-. Protection Bureau

1700 G Streat. N.W., Washinglon, DC 20552

July 12, 2017

Memorandum for the Director

FROM Arbitration Agreements Rulemaking Team
THROUGH David Silberman, Associate Director, Research, Markets and Regulations
SUBJECT Letter from the Acting Comptroller

This memorandum analyzes the suggestion in the letter from Acting Comptroller Noreika to
you that the arbitration agreements rule, which the Consumer Financial Protection Bureau
sent to the Office of the Federal Register on June 30 and publicly announced on Monday,
implicates the safety and soundness of the federal banking system.

Procedural Background

As you know, section 1022(b)}{2)(B) of the Dodd-Frank Act directs the Bureau to “consult
with the appropriate prudential regulators or other Federal agencies prior to proposing a rule
and during the comment process regarding consistency with prudential, market, or systemic
objectives administered by such agencies.” Dodd-Frank section 1023, in tum, provides a
process by which a prudential regulator can petition the Financial Stability Oversight Council
to overturn a Bureau rule if the petitioner “has in good faith attempted to work with the
Bureau to resolve concerns regarding the effect of the rule on the safety and soundness of the
United States banking system or the stability of the financial system of the United States.”
Any such action to overturn the arbitration rule would be subject to a legal challenge over
hether this standard has been satisfied, as the statute explicitly authorizes.'

As it does in every rulemaking, the Bureau lted with the prudential regulators (and
other potentially interested agencies) throughout the rulemaking process. Specifically,
Bureau staff first consulted with OCC staff in September 2015, about the same time that we
started our small entity review panel process in accordance with the Small Business
Regulatory Enforcement Fairness Act of 1996, Bureau staff again consulted with OCC staff
in February 2016, prior to our release of the Notice of Proposed Rulemaking, Most recently,
Bureau staff consulted with OCC staff yet again prior to our release of the final rule, which
did not change drastically from the proposal. On June 6, Bureau staff held an interagency
consultation on the final rule at which several OCC staff participated, and on June 9 we sent

* Dodd-Frank section 1023(c)(8) of the Dodd-Frank Act (*JUDICIAL REVIEW OF DECISIONS BY THE COUNCIL—A
decision by the Council 1o set aside a regulation prescribed by the Bureau, or provision thereof, shall be subject
to review under chapter 7 of title 5, United States Code.”).

1
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draft regulatory text to the OCC. On both the June 6™ call and in the June 9™ e-mail, Bureau
staff requested feedback on the rule no later than June 23.

At no time during this consultation process stretching over almost two years did the 0CC
express any concern over the potential impact of the rule that was under consideration on the
safety and soundness of the banking system. In fact, in response to the most recent
consultation, Bureau staff received an e-mail on June 26 “confirm[ing] that the OCC has no
comments on the draft text and commentary.”™

In his letter to you, the Acting Comptroller stated that “staff have raised ... questions”
pertaining to the impact of the rule on the safety and soundness of the banking system. No
such concerns have been raised with the Bureau.

Given this history, and the requirements of section 1023, invoking those statutory processes
at this point, as suggested in the letter, would be procedurally improper and would also fail to
make a plausible case for meeting the required standard. As noted above, the Dodd-Frank
Act provides for consultation during the rulemaking process to resolve prudential concerns
and allows for a petition only if the process fails  i.e., if an ageney “has in good faith
attempted to work with the Bureau to resolve concerns regarding the effect of the rule on the
safety and soundness of the United States banking system or the stability of the financial
system of the United States™ and has been unable to do so.” The belated statements of the
Acting Comptroller that the OCC has unspecified safety and soundness concems, conveyed
in a letter received afier the Bureau had completed the interagency consultation process and
had already transmitted the final rule to the Office of the Federal Register for publication, do
not satisfy the OCC’s statutory obligations.’

The Safety and Soundness Concern

Procedural issues aside, we believe the rulemaking record here — including the Bureau’s
Arbitration Studys on which the rule is predicated — demonstrate that this rule does not put
the safety and soundness of the United States banking system or the stability of the financial
system of the United States at risk.

As you know, the principal effect of the rule will be to create an effective means by which
consumers can seek to vindicate their legal rights under federal and state consumer protection
laws and under their contracts. To the extent the rule makes redress available to consumers, it
also will affect the incentives of financial service providers to conform their conduct to the

# E-mail from Fred Petrick, OCC to Eric Goldberg, CFPB (June 26, 2017).

* Dodd-Frank section 1023(b)(1)(A).

* As an aside, we would note that Dodd-Frank section 1023(b)(1) provides for petitions to be filed “in
accordance with rules prescribed p to subsection (f)." It is our und; ding that the FSOC has not
issued any such rules. Thus, it is unclear whether the FSOC is even in position to entertain a petition at this time.
5 CFPB, “Arbitration Study: Report to Congress, Pursuant to Dodd-Frank Wall Street Reform and Consumer
Protection Act § 1028(a)," (2015); available at hup: files consumerfinance gov £201503 ciph_arbiiron-
study-repon-to-congress-201 5 pdf (“the Smdy™).
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law. The financial crisis has taught us all that greater attention by providers to conformity
with consumer protection laws would aid safety and soundness.

Moreover, the Bureau’s Study shows that a majority of depository institutions do not use
arbitration agreements.® As the Bureau stated in the preamble to the final rule, this evidence
shows that depository institutions without arbitration agreements

are able to remain safe and sound despite their exposure to class action liability. The
Bureau has no reason to believe that depository institutions with arbitration
agreements are less financially sound than those without or that requiring certain
depository institutions to amend their agreements will cause them to become less
financially sound.”

Additionally, the potential costs of the arbitration rule do not raise any concern about such
risks. Under the Dodd-Frank Act, the Bureau is required to assess the costs and benefits of
any proposed or final rule on covered persons as well as on consumers.® The Bureau’s final
rule estimates an annual cost for additional federal litigation for covered entities of $523
million per year and a significant but smaller amount for additional state court 1iligalion.9
These sums will be spread across approximately 600 additional federal class actions and a
similar number of additional state class actions. The final rule also estimates that depository
institutions with less than $10 billion in assets will face very few of these cases. In
particular, the final rule estimates that there will be, on average, less than one federal class
settlement per year involving these depository institutions and that the magnitude of these
settlements would be relatively smaller.' Taken as a whole, the rule is estimated to affect
approximately 53,000 providers in various covered markets, which extend well beyond the
banking system to thousands of non-bank entities as well. These are conservative (i.e., upper
bound) estimates; indeed, during the comment process a number of trade associations
representing financial institutions argued that the Bureau’s data was skewed by a few large
class settlements (specifically in the overdraft multidistrict litigation) and that therefore the
Bureau was overestimating the benefits of class actions for consumers and, derivatively, the
costs to providers.

Importantly, these estimates, and the assumptions on which they are based, were set forth in
detail in the Notice of Proposed Rulemaking, which was issued more than a year ago.n At no
time until now has anyone from the OCC expressed any interest in further discussion about
any data pertaining to the rule, including these estimates, or contested any of the data on
which they are based.

b See Study, section 2 at 9-17.

” Final Rule at 648; see also id. at 649,
& See Dodd-Frank section 1022(b)(2).
¥ See Final Rule at 671, thl. 1.

10 See id. at 694-95

"§1 FR 32829 (May 24, 2016).
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It seems clear that a rule that would result in the annual costs set forth above — under a billion
dollars per year — and additional investments in compliance with the law to prevent
additional class litigation exposure, spread over some portion of the entire universe of
consumer financial markets, including both banks and non-bank entities, cannot pose a threat
to the stability of the financial system with its trillions of dollars of assets. In fact, the annual
costs for depository institutions would be less than a half-billion dollars per year, whereas the
profits of those institutions exceeded $171 billion in 2016."

Itis instructive in this regard to consider what we know about markets in which arbitration
agreements do not operate. As the final rule noted, the mortgage market — which is, of
course, the largest consumer financial market (dwarfing the other consumer markets in which
banks participate) — currently oPerates with a ban on arbitration agreements and has
effectively done so since 2004, To our knowledge, that prohibition has not posed any
discernable risk to the safety and soundness of the mortgage lending markets that are a key
part of the United States” economic, financial, and banking systems. Similarly, banks
representing approximately 47% of credit card loans outstanding at the end of 2013 operated
without arbitration agreements; the Bureau did not receive any evidence that this absence
impaired the safety and soundness of these institutions, or that their regulators identified any
risk differential between companies that did or did not use arbitration agreements. When
certain major credit card issuers agreed to eliminate their mandatory arbitration provisions,
which they did as a provision in a class action settlement, the OCC received notice pursuant
to the Class Action Faimess Act and did not interpose any objection on safety and soundness
grounds, or any other grounds." Nor, so far as we are aware, has the OCC downgraded its
CAMELS rating of these institutions — or any other institution which eschews arbitration
agreements — on the basis that these institutions are exposed to class action liability."®
Further, when the class action settlement expired, none of the card issuers elected to reinstate
their arbitration agreements, indicating that they did not believe the absence of such
agreements was posing any substantial threat to their institutions,

" FDIC, “Quarterly Banking Profile: Fourth Quarter 2016” (vol. 11, num. 1; 2017) available at

hitps:/iwww. idic.govibank/analvtical/quanerly 2017 volll Vfdic vilnl dql6.pdf.

™ See Kenneth Hamney, “Fannie Follows Freddie in Banning Mandatory Arbitration,” Wash, Post, Oct. 9, 2004,

available at hitp:www. washingtonpost.comy wp-dyn articles' A 1 8052-20040ct8 himl, Since 2004, Fannie Mae

and Freddie Mac underwriting guidelines have prohibited arbitrati Subsequently, the Congress
pressly prohibited arbitration ag in the mortgage market more broadly in the Dodd-Frank Act. See

Dodd-Frank section 1414, codified in Regulation Z at 12 CFR 1026.36(h).

** We understand that the OCC Bulletin 2006-20 (Apr. 21, 2006) requires depository institutions to provide

these notices to the OCC within 10 days of filing of a proposed settlement,

** The 0CC's handbook explains that: “A bank’s composite rating under Uniform Financial Institutions Rating

System (UFIRS) or “CAMELS" integrates ratings from six component areas: Capital adequacy, Asset quality,

Management, Eamings, Liquidity, and Sensitivity to market risk. Evaluations of the component areas take into

profile.” OCC Bank Supervision Process: Comptroller's Handbook at 14 (September 2007, updated 2012),

available at hutps:! ‘www occ treas. govipublications publications-hy-type/ comptrollers-handbook /index-

wk himl,

compirollers-han
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The Acting Comptroller’s Data Request

In his letter to you, the Acting Comptroller requests access to the Bureau’s data. It may be
helpful to you in responding to have some background on the data on which the Bureau’s
estimates as to the impacts of the rule on financial institutions are based.

As you will recall, as part of the Bureau’s Arbitration Study, the Bureau developed estimates
as to the prevalence of arbitration agreements in various financial markets. To do so, the
Bureau assembled a dataset consisting of approximately 850 standard-form contracts used by
various providers of financial products and services. Most of those contracts are publicly
available, including credit card agreements which card issuers are required to furnish to the
Bureau pursuant to the CARD Act, and deposit account agreements which are typically
found on bank websites. As explained in the Bureau’s Study, the Bureau supplemented this
publicly-available data with contracts obtained from certain providers pursuant to an
information order under Dodd-Frank section 1022(b)(4). From these data, the Bureau
estimated the percentage of various markets covered by arbitration agreements and thus
potentially affected by the Bureau's rule.

To estimate the impact the rule would have on this segment of the market, the Bureau relied
on its findings as to the amount that financial institutions had paid in class action settlements
(both to consumers and in attorney fees and defense costs) over a five-year period. Those
findings were derived from the case records of 419 consumer finance class actions that were
settled in federal court over a period of five years. The Bureau’s study explains the
methodology the Bureau used to identify these cases — which we believe comprise all or
virtually all class action settlements in consumer finance cases during the period studied.
The records from those cases are, of course, public and the Bureau provided full case
citations to the cases in its Notice of Proposed Rulemaking.6

Recognizing that the Bureau's rule also could open the door to putative class actions that are
settled individually or otherwise not resolved on a class basis, the Bureau estimated those
impacts by relying on a separate data set consisting of 562 consumer finance cases filed as
putative class actions in federal court and certain state courts over a three-year period. The
Bureau's study explains the methodology the Bureau used to identify those cases. Those
case records, too, are of course public.

1681 FR. 32829 at App’x A (May 24, 2016).
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